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THE IAS STUDENT 
Particularly in the field of adult 

education, a school is dependent for its good name upon 

the accomplishments of its students. We are 

proud of the continuing success of thousands of IAS 

students both in business and in public accounting practice. The 

chief purpose of this message is to acknowledge their achievements* 

with respect and appreciation. 

e The very fact that a man has completed a 
comprehensive home-study course indicates am- 

: ; bition, self-reliance, willingness to work hard, 
IAS students in general are and self-discipline. Sincerity of purpose is clear- 
exceptionally well qualified ly ee in that each student pays his 

own fee. 

to pursue effectively a study 
: © Qualities like these are not common today. 

program designed for adult That IAS men and women students possess 
them to a marked degree helps to explain why 
so many of our former students are found 
among the leading accountants throughout the 
United States and Canada. 

education. They are mature; 

a recent survey showed an age 

range of 18 to 59, an average 

* For one example, more than 3,000 of 
s those who passed CPA examinations 

and hold responsible s during the eight years 1950-57 had ob- 
tained all or a part of their accounting 
training from IAS. 

of 31 years. Most are married 

office jobs. 

Many are college graduates; 

12,053 college graduates 

enrolled with IAS during the 

eight years 1950-57. 

The school’s 24-page Catalogue A is 
available free upon request. Address your 
card or letter to the Secretary, IAS... 

INTERNATIONAL ACCOUNTANTS 

SOCIETY, INCORPORATED 
A Correspondence School Since 1903 

209 WEST JACKSON BOULEVARD * CHICAGO 6, ILLINOIS 
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Now In Reference Form . . The Collected 

Opinions and Advice of One of Today’s 

Outstanding Accounting Authorities 

PRACTICAL APPLICATIONS 

OF ACCOUNTING 

DISCUSSES ACTUAL 

PROBLEMS IN EVERY 

ONE OF THESE AREAS 

Auditing Procedures 

The Auditor’s Report 

Financial Statement Presen- 

tation and Disclosures 

Income Determination 

Dividends 

Surplus Adjustments and 
Appropriations 

Capital Stock Transactions 

Business Combinations and 

Reorganizations 

Parent-Subsidiary Relations 

Unincorporated Businesses 

Non-Profit Organizations 

COMPLETELY INDEXED 

STANDARDS 

by CARMAN G. BLOUGH 

Every member of the accounting profession is 
probably familiar with Accounting and Audit- 
ing Problems, The Journal of Accountancy’s 
regular feature in which Carman G. Blough com- 
ments on unusual and difficult questions arising 
in actual practice. 

Here at last is a new book which brings 
together more than 200 of these discussions, care- 
fully edited and selected for their permanent value 
and interest. Drawn from ten years of Mr. 
Blough’s published writings, the volume covers a 
wide range of practical problems—organized by 
subject and fully-indexed. 

Never before has this kind of authoritative ma- 
terial been available in such convenient reference 
form. The book is sure to prove useful to every 
accounting practitioner and will be especially 
valuable to students as an introduction and guide 
to many of the unusual situations which come up 
in accounting and auditing work. 480 pages. 

CLOTH BOUND $6.00 

Available at a 40 per cent educational dis- 
count to schools, school libraries, school 
bookstores and teachers. 
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EDUCATION FOR BUSINESS: 
A DYNAMIC CONCEPT AND PROCESS* 

Tuomas H. CARROLL 

Vice President, The Ford Foundation 

conomist Gerhard Colm has re- 
k cently stated: “When Henry Thor- 

eau wrote that Walden Pond offered 
him everything he needed, the United 
States had a population of about 23 mil- 
lion. In 1975 we expect a population al- 
most ten times as large. To provide a rea- 
sonable degree of comfort for more than 
220 million people requires a large and 
growing amount of production. Emphasiz- 
ing the need for material good is not ma- 
terialistic as long as we recognize that 
production is not an end in itself but is 
useful only in support of a dignified life 
for a free people.” 

It has been estimated recently that more 
than one-third of today’s gross national 
product of the United States is attributa- 
ble to research and development of the 
past ten years. As one example, it is re- 

ported that Radio Corporation of America 
attributes four-fifths of its current sales 
volume to products that did not exist a 
decade ago. 

These observations help set the stage to 
consider the subject, “Education for Busi- 
ness: A Dynamic Concept and Process.” 
Unquestionably, there are forces acting to 
change our industrial society, and the rate 

* Address delivered at Accounting Hall of Fame 
Award Banquet, Ohio State University, Columbus, 

1957. 

, Gerhard, “America 1975: Income” Challenge, 
April, 1957. 

of change has been increasing in recent 
years. “Progress” and “change” are not 
synonymous. But it is difficult to conceive 
of progress without some change. We need 
not only new ideas and concepts. We need 
more effective and useful combinations of 
those we already have. 

The Ford Foundation, with which I am 
associated, is substantially an educational 
enterprise. The Foundation has made 
grants principally, though not exclusively, 
to support the work of faculty members, 
research personnel, and students in col- 
leges, universities, and research institu- 
tions. Our program in Economic Develop- 
ment and Administration comes under 
my so-called “initial cognizance.” In order 
to insure against too academic an ap- 
proach, we have invited leading men of af- 
fairs to meet with us from time to time. 
From these non-academicians we solicit 
advice on the directions in which the pro- 
gram has been moving and on the prob- 
lems to which they believe we should give 
future attention. 

At one of these recent meetings, the 
able top executive of one of America’s 
large corporations suggested seriously that 
“the training for business given on the 
campus—particularly at the undergradu- 
ate level—tends to spoil the kids for busi- 
ness.” College students, he said, need to 
get broader, more liberal educational back- 
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4 The Accounting Review 

ground; the business firm, he added, is a 

better place to learn the “how-to-do-it” 
techniques. There was no dissent among 
those present. 

Professors and administrative officials of 
schools of business are, of course, accus- 

tomed to slighting remarks by “unworldly 
souls” in academic life who may regard 
business as not quite “respectable.” But 
these were hardheaded, successful business 

executives who are active also in educa- 
tional affairs and who devote a surprising 
amount of time in reflection on optimum 
education as preparation for business. 

Their opinions are not novel. Indeed, it 
apparently has become fashionable for cor- 
poration executives to stress in public 
speeches the value of a broad, liberal edu- 
cation for a business career. Yet, the peo- 
ple who actually recruit college graduates 
for positions in the same corporation seek 
persons with narrowly specialized train- 
ing. This is particularly the case—and un- 
derstandably so—for companies that do 
not offer special training programs for col- 
lege graduates and other potential execu- 
tive material but recruit instead for spe- 
cific positions. In his provocative book, 
The Organization Man, William H. Whyte 
wryly observes: “Between 1953 and 1956, 
the number of business speeches bewailing 
over-specialization increased. So did the 
demand for specialists.” 

There is clearly a need for systematic 
study of the basis on which businessmen 
actually hire and promote within their or- 
ganizations if one is to develop a workable 
—though certainly not the unalterable and 
universally acceptable—answer to the 
question: What is optimum education for 
business competence and responsibility? 

Although historically the major founda- 
tions have not given any significant sup- 
port or even much attention to business 
and educational preparation for it, two of 
the three largest foundations have re- 
cently addressed themselves specifically to 

this problem. The Carnegie Corporation 
has made a grant to Swarthmore College 
under which Dr. Frank Pierson, Professor 
of Economics, will head a study of business 
education. This is one in the series of 
studies of professional education supported 
by that foundation. The Ford Foundation 
has been giving serious thought and con- 
sideration to this area since early 1954, 
Last fall, it appointed to its staff Dr. R. A. 
Gordon, Professor of Economics at the 

University of California (Berkeley), who 
will direct a study of education for busi- 
ness while on leave of absence from the 
University. He will make a report pri- 
marily for the Foundation’s internal use in 
helping to guide its activities in the field 
of business education. 

Impressed with the need for relating the 
objectives and educational methods of the 
schools to the requirements of business 
and society Dr. Gordon’s group is devot- 
ing a large part of its attention to the 
character of the market being served by 
the business schools. They have come 
across several “gold mines” of relevant 
data on the effect of educational back- 
ground on “business success” that have 
been collected by several firms. Much of 
the ore from these mines is still to be as- 
sayed. 

For example, in one company all em- 
ployees at a certain management level 
were subjected to exhaustive interviews 
by a staff of management consultants. The 
same procedure was applied to a group 
three salary levels below them. By pairing 
people of similar lengths of service, an at- 
tempt is being made to determine the 
qualities that caused some people to rise 
faster than others. It will be interesting to 
see if educational factors can be isolated 
from the mass of data available and if 
meaningful implications for changes in 
business education can be drawn. 

As a result of a hard look at the organ- 
ization and functioning of the business 

firm, 
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Education for Business 5 

firm, Dr. Gordon’s group hopes to emerge 
with a fresh image of the range of activities 
and responsibilities involved in “business.” 
Everybody in business education ‘‘knows” 
or thinks he knows what business is all 
about. But how valid is each picture? For 
example: Is business a profession? What 
are the similarities and differences between 
business and the traditional professions 
and what are the implications for “profes- 
sional” education for business? What 
about the importance of the “manage- 
ment” function? Should education for 
management be the central theme of busi- 
ness training at the college level? At the 
graduate school level? Or does this em- 
phasis merely produce graduates with de- 
lusions of grandeur, who are disappointed 
if they do not become vice presidents 
within a short period? 
Many important educational issues 

hinge on the answers to questions such as 
these: What kinds of business training 
seem best for specified purposes? What are 
the relative merits of generalized versus 
specialized training? What is the optimum 
amount and kind of liberal arts education 
for the businessman? What is the place of 
the social sciences in business education? 
What is the relative importance of per- 
sonal qualities? In what ways can the 
schools identify and develop them? 
By focusing on that part of the curricu- 

lum expressly designed to train for busi- 
ness competence, Dr. Gordon and his 
associates hope to shed new light on a 
number of factors. Among them are: the 
relative emphasis to be placed in the cur- 
riculum on business administration as ap- 
plied social science compared with applied 
economics; the value of practice in simu- 
lated decision-making as opposed to the 
gaining of fundamental knowledge and 
techniques to aid the decision-maker; and 
the effect of external environment on the 
firm as opposed to an emphasis on internal 
operations. 

Dr. Gordon’s group will devote some 
time to investigating the varieties of edu- 
cation for business presently offered in 
the colleges and universities. They will 
rely for much of this information, how- 
ever, on the Swarthmore study, which will 
emphasize a detailed survey of current 
practices in business education. 

It is certain that all these investigators 
will find business education in anything 
but a quiescent state. While in some 
quarters business subjects have been 
taught in the same way and in the same 
curriculum for a number of decades, other 
places are full of new ideas and new experi- 
ments. 

I should like to report on a few of the de- 
velopments, diverse in direction, but all 
encouraging in that they are evidence that 
business education has at least some part 
of the dynamic quality of American busi- 
ness enterprise itself. No one of these, in 
my opinion, represents the best approach 
that all others should emulate. But they 
all offer creative ideas for possible local 
adaptation at other schools. In general, 
these developments represent a movement 
away from a series of more or less unre- 
lated, narrowly vocational courses offer- 
ing descriptions of more or less current 
business practice. The encouraging move- 
ments have been in the direction of fewer, 
broader, and more closely integrated 
courses. 

One of the most influential forces in 
modern education for business is the clini- 
cal approach to administration. This is 
typified, of course, by the case method 
pioneered at the Graduate School of Busi- 
ness Administration at Harvard and 
adopted either largely or in part at numer- 
ous other business schools, both graduate 
and undergraduate, at home and abroad. 
There are, in fact, few institutions where 
at least some of the courses do not employ 
the case method. The “case” is not used 
merely as an illustration of business prac- 
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6 The Accounting Renew 

tice but as a device to subject the student 
to the type of intellectual process that it 
is assumed he will be called upon to per- 
form in the business world: the process of 
arriving at decisions after consideration of 
complex data that must first be sorted out 
from a welter of irrelevant information. 

Use of the case method in business ad- 
ministration teaching is hardly new any 
longer. But there is a recent movement 
toward a decentralization of case gather- 
ing activity. At more and more institu- 
tions, faculty are going out into the field, 
developing their own cases, and absorbing 
at first hand the flavor of actual business 
operations. 

This development has been aided by a 
summer seminar at the Harvard Business 
School to which faculty members of schools 
of business throughout the country are se- 
lected for intensive training under fellow- 
ship appointments in case research, case 
writing, case teaching, and grading. An ac- 
tive “alumni association” of participants 
in the program, which is now going into its 
third year, is working on plans to set up a 
national clearing house mechanism for the 
exchange of original cases and for encour- 
aging this activity at their home campuses. 
It is axiomatic that the professor who is 
involved in this field work and in the writ- 
ing of a case based upon it is a better 
teacher of cases than he was when he used 
only the case products of others. 

It is interesting to observe, incidentally, 

the extent to which centers of instruction 
in business administration throughout the 
world look to the case method as a promis- 
ing way of introducing training in business 
administration in places where none has 
previously existed. For example, at Lille in 
the northern textile district of France, at 

the University of Istanbul in Turkey, at 
Turin in the industrial heart of Italy, busi- 
ness educators are actively engaged in pre- 
paring “home grown” cases, which, of 
course, suit their needs better than trans- 
lations of American cases. 

Another important—and considerably 
newer—development in modern busines 
education is the schoo] that directs itself 
toward disciplines underlying business 
administration, i.e. the social sciences pri- 
marily, but the physical sciences and 
mathematics as well. These schools em 
phasize business as a profession and seek 
to steer education for it along the general 
lines of other professional education. 

A comparison with the evolution of 
medical education is illuminating. During 
the 19th century, except in the Germanic 
countries, medical practitioners taught in 
hospitals under an apprenticeship system. 
Observation of practice and subsequent 
discussion proved effective in preventing 
what Dean Allen Wallis of the University 
of Chicago has described as ‘“‘new kinds of 
errors.” It is his contention, however, that 
“this system did not promote the discov- 
ery of new truths or of a profound and 
growing understanding of health, disease, 
and therapy.” 

In contrast, Germanic medical educa 

tion was carried on in the universities 
under professors. Thorough grounding in 
the pre-clinical sciences of anatomy, bio- 
chemistry, pathology and physiology was 
a prerequisite for clinical training. 

Certain influential business educators 
regard social psychology, cultural anthro- 
pology, sociology, mathematics, and sta- 
tistics, as well as economics, as the business 
analogues of the medical students’ anat- 
omy, biochemistry, pathology, and physi- 
ology. Rather than devote most of the pro- 
fessional curriculum either to a descrip- 
tion of business practice or to tackling 
business problems via the case method, | 
these educators would concentrate on 
training in the so-called behavioral sci- 
ences and on mathematics and statistics. 
It should be noted that these methods are 
not mutually exclusive. Indeed, Harvard 
has established the first research professor- 
ship in a business school that is to be filled 
on a rotating basis by behavioral scien- 

tists. 
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Education for Business 7 

tists. The objective is to make generally 
available to the faculty knowledge of the 
applications of the social sciences to their 
own fields. 
There are schools of business vying for 

leadership in this approach that actually 
boast of the small proportion of their fac- 
ulty with traditional training in business 
administration. One such school with over 
forty full-time faculty members has only 
five who received graduate training in 
business schools. One business school dean 
states baldly that he is out to hire out- 
standing social scientists whether or not 
they have previously interested themselves 
in business problems. The primary empha- 
sis is on their proved ability as social sci- 
entists and the secondary emphasis is on 
their expressed interest and desire to work 
with problems of business. 
There is danger of going to extremes in 

emphasis on the underlying disciplines and 
thus giving up all connection with relevant 
business experience. An ultimate result 
could be a so-called school of business in- 
distinguishable from departments of so- 
cial science, with no raison @eire as a 
separate professional school. 
Without exception, those educational 

leaders who stress the underlying sciences 
are research-oriented. This is a significant 
fact. A practicing profession does not make 
substantial forward strides through the 
perfection of minor procedures, but through 
scientific discoveries and new insights 
which sometimes seem of little immediate 
relevance to current practical problems. 

In talks with business executives, one 

often hears that “business schools are 
twenty years behind modern business prac- 
tice.” Are there so many teachers of busi- 
ness subjects who content themselves with 
explaining business practices as they have 
read about them in textbooks written 
some years ago by other academic persons 
as to justify this accusation? Or is this a 
serious overstatement of the fact? I repeat 
what I have said elsewhere: ‘“The increas- 

ing public aspects of private business and 
the increasing need for managing economic 
forces point forcefully to a community of 
interest between academicians and man- 
agers. Changes in the area of management 
could—and should—result more typically 
from work initiated by the academic mind 
and developed with the cooperation of 
policy-makers. Such results cannot be rea- 
sonably expected, however, if men in aca- 
demic life are proceeding on unfounded 
hunches or outdated facts about the ad- 
ministrative world.” 

Let me describe some aspects of the re- 
search program of one leading business 
school that cannot be accused of running 
twenty years behind business. In fact, its 
most distinguished original thinker refers 
to some of his research as “Buck Rogers 
stuff.” 

The general research strategy at this 
institution is to seek out important man- 
agement problems but not to tackle the 
problems in terms of their surface mani- 
festations. Instead, an effort is made to 

fill gaps in the fundamental knowledge 
necessary to solve the basic, underlying 
problems. For example, in an effort to 
understand how decisions are made in a 
business firm, these researchers are trying 
to develop an “empirically testable theory 
of human higher mental processes” by us- 
ing large-scale computers for simulation 
and study of human thought processes. In 
other words, people in a business school 
are developing a “thinking machine’’ for 
the purpose of devising and testing a new 
body of theory about the nature of human 
rationality in complex situations. This 
machine is already capable of playing chess 
and proving theorems in symbolic logic. 
By studying how the machine “thinks,” 
the researchers hope to reconstruct the 
thought processes that we call judgment. 

This theoretical approach is comple- 
mented by down-to-earth field study of 
actual decision-making processes in busi- 
ness organizations. In order to follow 
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8 The Accounting Review 

through a single complete policy decision, 
one or two staff members are assigned full 
time to an organization for prolonged pe- 
riods. The enormous body of data obtained 
in this way is then translated into forms 
needed to make it relevant for possible gen- 
eralization and theory. 

The research tradition has been weak if 
not lacking in many—perhaps most— 
schools of business. This has been brought 
home to us in the Ford Foundation 
through the faculty research fellowship 
program in economics and business ad- 
ministration, which has been functioning 
on an experimental basis. 

Of thirty-four research fellowships to be 
awarded for the coming academic year, 
six, or about 17.5 per cent, will go to busi- 
ness school faculty; the remaining twenty- 
eight will go to members of departments 
of economics. Under the system of nomina- 
tions developed for this program, twenty- 
nine schools of business and sixty-two de- 
partments of economics were invited to 
name one candidate each. On a propor- 
tional share basis, therefore, one might 
have expected that about one-third of the 
fellowship awards would have gone to the 
field of business administration. 

In making the selections, the Founda- 
tion’s staff was assisted by the ratings of a 
five-man, outside screening committee con- 
sisting of three members of business school 
faculties—a professor of finance, a profes- 
sor of transportation, and a professor of 
industrial management—and two mem- 

bers of faculties in economics. The com- 
mittee rated the nominees on the basis of 
the quality of research proposals submitted 
as well as on each candidate’s reputation 
and/or promise for productive research. 
It must be emphasized, however, that some 
of the business school research proposals 
and people were outstanding. Of the three 
fellowship nominees rated highest, two 
were from business schools. 

One frequently hears as explanation for 

lack of research results that business school 
faculty members properly devote their 
time to teaching and consulting work and, 
therefore, have neither time nor need for 
research. This attitude has been force. 
fully challenged by Dean Allen Wallis, who 
states: 

That faculty which is most capable of produce. 
tive research is that faculty most capable of effec: 
tive and respectable pedagogy. Furthermore, un- 
less a student studies in an atmosphere in which 
research is going on he is likely to become too 
sure about his answers and unaware of the per- 
vasive challenge offered by our vast ignorance. 
Although a single teacher may do well even if he 
is not engaged in research, his work is likely to 
diminish in vigor unless he operates in a setting 
in which he is surrounded by unsolved questions 
and efforts to solve them. 

Closely allied with the emphasis on the 
underlying behavioral sciences and mathe 
matics is an increasing concern with the 
need for better work in the liberal arts, 
This need is generally recognized by edv- 
cators concerned with professional train- 
ing, whether it be business, medicine, law, 
or engineering. The discussion in a study 
of the role of general education in engi- 
neering, recently published by the Ameri- 
can Society for Engineering Education, is 
as germane to business education as it is 
to engineering. While this report recom- 
mends extensive work in the humanities 
and the social sciences for engineers, it 
tempers its recommendation with this 
astute observation: 

An overstatement of what may reasonably be 

expected from the humanities and the social 
sciences may be dangerous. Implied in some of the 

glowing statements the committee has examined 
is a faith that a few courses in the humanities and 
the social sciences can provide health and emo- 
tional adjustment, personal and social success, 
clarity of thought, moral integrity, civic responsi- 
bility, aesthetic sensitivity, professional vision, 

and, in general, a kind of serenity and wisdom 

* “General Education in Engineering.’’ A Report of 
the Humanistic-Social Research Project, The Ameri- 
can Society for Engineering Education, 1956. 
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Education for Business 9 

that we had thought was reserved for Providence 

alone.’ 

Another type of training for business is 
becoming increasingly visible: training 
generally given within industrial engineer- 
ing departments and centered around op- 
erations research. Under such programs, 
heavy emphasis is placed on basic mathe- 
matics, probability theory, and other 
topics designed to provide skill in the use 
of new mathematical tools for so-called 
“scientific” decision-making. 

This development is particularly en- 
couraging when it replaces the traditional 
industrial management or administrative 
engineering sequencesin engineering schools 
which have tended to constitute a rather 
disorganized hodgepodge of courses, some 
in basic engineering and some descriptive 
of business functions and practice. Here, as 
in all lines of endeavor, there should be a 

suitable academic division of labor along 
lines of talent and interest. 
What has all this to do with account- 

ing?, it may be asked. It is relevant be- 
cause it relates to accounting education. 

Recently I had lunch with a tough- 
minded, outspoken executive of one of our 
largest corporations. ‘“You know,” he said, 

“T’ve concluded reluctantly that our ac- 
countants are only good for bookkeeping 
operations. They’re not trained to look be- 
hind the dollars and come up with the rele- 
vant data.” By contrast, he emphasized 
the ability of economists, statisticians, and 
operations research people to handle data 
effectively and produce meaningful an- 
swers. His charges may be too harsh for 
his own large company, let alone for any 
broader generalization. 

But certainly the accountant who is to 
play a part in the planning of future ac- 
tivities of a company must be conversant 
with the powerful tools of data analysis be- 
ing developed by practitioners of other 

2 Ibid., p. 5. 

disciplines. Roger R. Crane, former di- 
rector of operations research of a manu- 
facturing concern and now director of 
management sciences in a national public 
accounting firm, recently addressed him- 
self to the place of operations research in 
industry.‘ He wrote in part as follows: 

. One point is evident—the operations re- 
search scientists should look carefully at the func- 
tion of the controller at least as a department 
with many common interests and as a source of 
essential basic data on operations, and, con- 
versely, the controller should follow carefully the 
development of this new activity to assure him- 
self that he is utilizing it to his greatest advantage. 

Turning to the public accounting pro- 
fession, it is gratifying to note that the 
findings of the Commission on Standards 
of Education and Experience for Certified 
Public Accountants,® on which I was priv- 
ileged to serve as a layman, are entirely 
consistent with the development in busi- 
ness education I have been describing. 

The report states that “the typical CPA 
has been considered as having his nose in a 
ledger or digging feverishly through piles 
of musty documents. Actually he is much 
more likely to be [and certainly should be] 
concerned with problems of communica- 
tion, the exercise of considered judgment.” 
With this in mind, the Commission has 
recommended as its ultimate goal for opti- 
mum training for Certified Public Ac- 
countants a professional postgraduate pro- 
gram that would be designed to follow an 
undergraduate curriculum concerned prin- 
cipally with cultural and “liberal” sub- 
jects. Accounting instruction on the under- 
graduate level would be restricted to basic 
courses in principles, leaving to post- 
bachelor programs the specialized and pro- 
fessional aspects of preparation for public 
accountancy. This particular recommen- 
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dation was accepted without dissent by all 
members of the Commission. The Com- 
mission included not only professors of 
accounting and educational administrators 
but members of some of the nation’s lead- 
ing public accounting firms as well. 

The only dissent among the Commis- 
sion, incidentally, was on the question of 
an experience requirement for the CPA 
designation. The Commission’s majority 
would drop the experience requirement in 
favor of at least five years of university- 
level instruction to be followed by the uni- 
form CPA examination, while the minority 
group believes that a number of years of 
experience should be required before the 
CPA designation is actually awarded. This 
dissent is noteworthy because it is based 
upon the opinion that academic work can- 
not be considered sufficient preparation 
for professional competence, that it merely 
can prepare a graduate to be receptive to— 
and profit from—the teachings of experi- 
ence. If this be true, is it not quixotic for 
educators to develop a highly technical 
and vocational program to fit a man to be 
an accomplished professional upon gradu- 

ation? It would appear to make much mor 
sense to focus on the underlying funda. 
mentals. 

Public accounting has already estab. 
lished itself as a recognized profession. It 
has the opportunity now to contribute 
toward the development of business edv- 
cation in general along truly professional 
lines. 

The dynamics of our contemporary in- 
dustrial civilization would seem to present 
an almost unparalleled challenge to edu. 
cators—both in the liberal arts and in the 
professional fields. As President John§ 
Gardner of the Carnegie Corporation has } 
so well stated: “If the traditional liberal 
arts fields are to recapture their proper 
role in our undergraduate education, it 
will not be by scolding the technologists— 
but by making the liberal arts an indispen- 
sable and enviable experience.” Similarly, 
if the level of professional business 
cation for competence and responsibility 
is to be elevated, both in teaching and re- 
search, there must be soul-searching and 
hard work on the part of business school 
faculties. 
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COMMENTS ON “ACCOUNTING AND REPORTING 
STANDARDS FOR CORPORATE FINANCIAL 

STATEMENTS—1957 REVISION”’* 
GEORGE J. STAUBUS 

Assistant Professor, University of California, Berkeley 

CCOUNTING and Reporting Standards 
for Corporate Financial Statements 
—1957 Revision” is of great inter- 

est to all who are concerned with the devel- 
opment of accounting thought. Surely, no 
one will find it faultless; likwise, few will 

consider all efforts of the Committee on 
Concepts and Standards wasted. Between 
these extremes there is much room for dis- 
cussion of the statement. If public dis- 
cussion does not result, a valuable possible 
contribution of the Committee’s work will 
be lost. The statement is certain to cause 
its readers to think about accounting con- 
cepts and standards. This desirable objec- 
tive will be multiplied if their thoughts are 
shared so they can interact. Some of the 
thoughts of one reader are presented in the 
following paragraphs. 
The simplest general conclusion that the 

author reaches is that the 1957 statement 
is an improvement over the previous edi- 
tion. As a whole, the report is very en- 
couraging; the Committee should be 
thanked and commended. Specifically, the 
following points of improvement will be 
discussed in this paper: 

1. Recognition of the concept of discounted 
future cash movements is a major contribu- 
tion to the current statement and augurs 
well for future discussions of asset and lia- 
bility measurement, both within AAA 
Committees and in other quarters. 

. Distinguishing between monetary assets 
and non-monetary assets paves the way for 
several possible desirable developments in 

* The reader of these comments should have at hand 
& copy of the recent booklet entitled Accounting and 
Reporting Standards for Coles Financial Statements 

Preceding Statements and Sup (Columbus: 
American Accounting Association, 1957). All quotations 
not identified in footnotes are from that booklet. 
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accounting practice. 
. Expenses and losses are defined so that 
neither includes the other. 

. The Committee sets forth three sound ob- 
jectives of the measurement of cost of 
goods sold, thus encouraging the discussion 
of means of accomplishing objectives rather 
than LIFO-FIFO arguments in a vacuum. 

. The notorious paragraph (5) under expense 
in the 1948 statement was eliminated. 

. The Committee’s discussion of equities de- 
emphasizes the nominal distinction between 
debts and ownership equities and recognizes 
residual equities. 

The current report does not move back- 
wards in any significant respect, although 
the vagueness of the scattered material on 
asset measurement would require that the 
discussion of that subject be so classified 
were it not for specific improvements men- 
tioned above. Nevertheless, the author 
would like to discuss six areas in which the 
Committee’s failure to make progress is 
disappointing, in the hope that some 
readers will be stimulated to give ad- 
ditional attention to these matters before 
the formulation of another comprehensive 
statement by the American Accounting 
Association. 

1. If the Committee had started the report by 
identifying the users of corporate financial 
statements and had followed this step with 
a listing of the major problems of those 
users and a discussion of the informational 
needs of one group of users (investors), the 
entire document probably would have been 
more closely oriented to the reasons why 
accounting is done. 

. The absence of a definition or generalized 
discussion of cost is a major defect in the 
statement. 
The Committee’s discussion of revenue is a 
definite weakness in the report. 

4. A definition of gain is needed just as much 
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as a definition of loss, a term that was de- 

fined. 
. The scattering of comments on asset meas- 
urement throughout several sections of the 
report presents a nearly impossible hurdle to 
the reader who wants to obtain a clear im- 
pression of the Committee’s position on this 
vital subject. 

. The statement is inconsistent with regard 
to the inclusion in, or exclusion from the in- 

come computation of charges or credits that 
are only slightly related to the period in 
which they are recognized. The 1948 report 
included a clear but unsatisfactory state- 
ment on this subject. 

In addition to recognizing notable im- 
provements in the current report when 

compared with the 1948 version and criti- 
cizing continued weakness in several por- 
tions of the document, the author will dis- 
cuss three aspects of the report that leave 
indecisive feelings. 

1. The realization paragraph and other refer- 
ences to realization show both progress and 
confusion. 

. The dual approach to income has its good 
and bad points. 

. There is some doubt whether or not the 
Committee’s objectives were the most 
appropriate that it could have chosen or 
been assigned. 

COMMENDATIONS 

The Committee is to be commended for 
a number of improvements that may be 
noted by comparing the current state- 
ment with the 1948 version. 

Concept of Discounted Future Flows 

The first two sentences in the measure- 
ment portion of the asset section of the 
statement deal with a standard in the 
sense of an ideal against which all practices 
can be measured. “The value of an asset is 
the money-equivalent of its service poten- 
tials. Conceptually, this is the sum of the 
future market prices of all streams of serv- 
ice to be derived, discounted by proba- 
bility and interest factors to their present 
worths.” This idea is also expressed in the 

last paragraph of the money measurement 
portion of Section II. The presentation of 
this ideal approach to the measurement of 
assets in the 1957 revision suggests that 
the next version of the “Statement of Con. 
cepts and Standards” may give some ex. 
plicit attention to a list of alternative 
measurement techniques ranked in the 
order of their proximity to the ideal. When 
this is done, the measurement section of 
the statement will present a real challenge 
to the profession. The Committee can 
hardly be criticized for not following up 
the concept of discounted future flows in 
view of its avowed intention of suggesting } 
“standards to which general-purpose re- 
ports .. . should conform.” The difference 
between an attainable standard to which 
practice should conform and an ideal 
standard by which two possible practices 
may be compared is very important to the } 
working accountant. If the Committee 
were to present the latter type of standard 
when it claimed to be aiming at the former, 
much confusion would be inevitable. 

Monetary and Non-monetary Assets 

The distinction between monetary as 
sets and non-monetary assets which the 
Committee observed in the measurement 
portion of the asset section is another im- 
provement which is primarily valuable for 
the potential it presents. If future versions 
of the statement emphasize the circum 
stances permitting the use of alternative 
measurement techniques, the distinction 
between monetary and non-monetary as 
sets will play an important role in the dis- 
cussion. It is likely that this distinction 
will be extended to equities and will play a 
role in the definitions of revenue and ex- 
pense before very many years go by. Even- 
tually, the distinction between money 
value items and real value items (to men- 
tion alternative terms for monetary and 
non-monetary) may be considered more 
important than the short-term-long-term 
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basis of classification of assets and equities. 
If any of these possible roles of the distinc- 
tion between monetary and non-monetary 
assets develops, the Committee that wrote 
the 1957 revision should receive a great 
deal of credit. 

Distinction Between Expense and Loss 

The fact that both expense and loss are 
defined, thus permitting the reader to dis- 
tinguish between them, is not new. The 
1948 statement described expense and loss 
clearly enough to permit different use of 
the two terms.' The new feature is the 
separation of expense and loss. In 1948, 
expense included loss and operating costs. 
Now, expired costs include expenses and 
losses as separate sub-categories. Operat- 
ing costs have been replaced by expenses, 
and expenses have been replaced by ex- 
pired costs. 
The unsuitability of the operating costs 

designation in the 1948 statement was 
clear. The common usage of the term 
operating costs to include the costs charged 
lo manufacturing as well as the costs 
charged to selling and administrative func- 
tions conflicted with the Committee’s use 
of operating costs to include cost of goods 
sold and selling and administrative costs. 
It is now clear that expenses and losses are 
two types of costs. Operating costs are 
another type which includes some expenses 
and some costs carried forward in inven- 
tory, although the term was not given a 
definite role in the new statement. 

One potential advantage of the separa- 
tion of the concepts of expense and loss is 
that losses will be recognized as generally 
non-recurring and, hence, of much less 
informative value to the reader who is 
attempting to predict changes in net worth 
(income, etc.). Correspondingly, the dis- 
tinction between revenues and gains is 
likely to be recognized in some future 

’ First paragraph under Expense (p. 15 of the 1957 
booklet), 

statement of accounting and reporting 
standards. Pulling losses and gains out of 
the pale of expenses and revenues is de- 
sirable not as much for the purpose of 
focusing attention upon the former as to 
purify the latter. Revenues and expenses 
will be recognized as more valuable bases 
for predictions when they are limited to 
recurring types of events (and when ac- 
crual-deferral techniques are improved so 
as to reduce the impact that erratic or 
irregular cash receipts and disbursements 
have upon the income statement). 

Three Objectives of Measuring Cost of 
Goods Sold 

The three ideal objectives of measuring 
cost of goods sold offer the reader useful 
criteria by which he can appraise any in- 
ventory-cost of goods sold measurement 
method. This is a definite improvement 
over the previous edition of the statement 
in which the Committee’s opinion on this 
subject was that it was “acceptable to 
assume a flow of the cost of inventoriable 
items, for example, ‘first in, first out’.” The 
current statement clarifies the advantage 
of LIFO for reporting current costs of 
goods sold or used and the advantage of 
FIFO for measuring inventories at reason- 
ably current costs. This clarification 
should point the way to the use of LIFO 
for measuring the charges to operations 
and the use of FIFO for measuring the in- 
ventories with the adjustment at the end 
of the period being charged or credited 
to the price change gain or loss account. 
The accomplishment of the three objec- 
tives without sacrificing objectivity should 
be so appealing as to merit definite recog- 
nition of the LIFO-FIFO method in the 
next statement of accounting and re- 
porting standards. That recognition could 
not occur without the prior acceptance of 
the three criteria of an inventory-expense 
method as suggested in the current state- 
ment in the form of objectives, 
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Elimination of Item 5 under Expense 

Item 5 under Expense in the 1948 state- 
ment is the paragraph that suggested that 
errors of judgment in assigning costs to 
expense should not be subject to reversal 
in later periods; only mechanical errors 
should be corrected in the period of their 
discovery. This idea that some errors in 
income determination should be corrected 
by opposite errors in subsequent periods 
without any special attention being given 
to the problem (i.e., by automatic “wash- 
ing out”) probably is not very popular 
now. The Committee on Concepts and 
Standards revised that paragraph in 1953, 
but the revised opinion was not presented 
in the current statement. The reader who 
is not convinced that this change in the 
statement is an improvement is referred 
to Professor Paton’s strong argument to 
the contrary’ and to Supplementary State- 
ment No. 5. 

Position on Classification of Equities 

The interesting aspect of the Commit- 
tee’s position on equity classifications is 
that it implies that some preferred stock, 
especially shares that have a cumulative 
dividend preference and a liquidation pref- 
erence but which are not convertible, 

should be classed as creditor interests. The 
vagueness of the discussion in Section V 
does not permit the reader to be certain of 
the Committee’s intention, but a careful 

perusal of the second and third paragraphs 
supports the above interpretation. Con- 
sider the first sentence of the second para- 
graph. “The interests or equities of credi- 
tors (liabilities) are claims against the en- 
tity arising from past activities or events 
which, in the usual case, require for their 

satisfaction the expenditure of corporate 
resources.” If cumulative preferred stock 
was meant to be excluded from creditors’ 

2? W. A. Paton, “Comments on Item 5 under ‘Ex- 
pense’,” THe Accountinc Review, January, 1949, 
49-53. 

equities in this sentence, the burden of ex. 

clusion must rest on a narrow definition of 
“claim’’; certainly such an interest arises 
from past activities or events and requirg 
the expenditure of corporate resources, 
But there is additional evidence that the 
Committee intended to include some pre. 
ferred stocks as creditor interests. “The 
interests or equities of stockholders repre. 
sent residual claims to corporate assets, 
although particular classes of stock may, 
by contractual arrangement, be assigned 
different priorities. For example, an issue 
may have priority in income distributions 
but not in liquidating distributions,” { 
These sentences indicate (1) that the com. 
mittee uses the term “claim’’ in a broad 
enough sense to include the interests of 
preferred stockholders, (2) that the fully 
preferred type of stock mentioned at the 
beginning of this paragraph is not a stock- 
holder equity, since it normally does not 
represent a residual claim; (3) that the 

Committee considers a partially preferred 
type of stock a borderline case of a stock- 
holder equity since it is a semi-residual 
claim. 

The third paragraph of Section V does 
not change the impression the reader ob- 
tains from the second paragraph. The 
Committee does not absolutely requir 
that liabilities be subject to discharge ats 
determinable date. If ‘“‘equities should be 
reported in financial statements in a man- 
ner which emphasizes their dominant 
characteristics,’ surely some issues of 
preferred stock should be reported as 
either liabilities or in a special category. 
This conclusion would be especially appli 
cable to those issues of preferred shares 
which specify a retirement schedule. The 
vagueness of the Committee’s position on | 
this issue must be due to its reluctance to 
commit itself to a definite line with some 
types of preferred stock on one side and 
some types on the other. If so, the Com- 
mittee must be highly commended for 
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suggesting that a classification of equities 
on a nominal basis is not as desirable as 

| distinguishing between residual equities 
and specific equities. 

CRITICISMS 

Failure to Consider Needs of Readers 

The Committee has not made a clear 
statement identifying the readers of the 

corporate financial statements they dis- 

cuss. Accordingly, the needs of the readers 
have not been clarified. While it would be 
possible for the Committee to recognize 
both the readers and their needs without 
mentioning them in the published report, 
and proceed to base their published re- 
marks on those needs, the content of the 

report suggests that such is not the case. 
Furthermore, if such were the case, the 
Committee still should be criticized be- 
cause it should inform its readers of the 
specific objectives of the financial state- 
ments under discussion if they are to ap- 
praise the Committee’s proposals. 

The most remarkable aspect of the 
Committee’s failure to identify the users 
of corporate financial statements is that a 
number of references are made to one major 
group of users and to a specific sub-group, 
while no other group of users is mentioned 
at all. The Committee seemed to be sub- 
consciously aware of the existence of one 
major group of users, but neither gave ex- 
plicit attention to the needs of this group 
nor specifically excluded all other parties 
from consideration. The major group of 
users that was mentioned is investors; 

“stockholders” and “shareholders” were 
the terms used for a category of investors. 
Specific instances of references to investors 

or a group of investors are in paragraphs 
1 and 3 of Section I, paragraph 3 of Sec- 
tion IV, and paragraphs 1, 2, 6, 11 and 14 
of Section VI. 

The author suggests that the Committee 
should have stated, near the beginning of 
the report, that it was concerned with 
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financial statements presented to investors 
but that the members understand that 
those statements will be available to, and 
will be used by, other groups. Further- 
more, the Committee should have followed 
up recognition of investors as the target of 
the statements under discussion with some 
assumptions about the problems. This 
introduction would provide a sound basis 
for a presentation of suggestions about the 
accumulation and communication of in- 
formation regarding an enterprise—the 
primary function of accounting as stated 
at the beginning of the 1957 report. 

Failure to Define Cost 

Cost is generaily considered an impor- 
tant concept in accounting. Indeed, it 
seems reasonable to say that cost is a con- 
cept fundamental to accounting. In the 
first paragraph of Section I, the Com- 
mittee states that one of the purposes of 
their report is “to present the concepts 
fundamental to accounting.” ‘Acquisition 
costs” and “expired costs’’ are considered 
fundamental enough to warrant special 
consideration; cost is not so viewed by the 
Committee. 

One advantage that may result from 
giving special attention to the cost concept 
is elimination of the confusing dual use of 
the term (1) in the dynamic sense as an 
unfavorable value flow, i.e., the relinquish- 
ment of an asset or the creation of a lia- 
bility, and (2) in the static sense as an 
asset, e.g., when non-monetary assets are 

thought of as costs carried forward to be 
charged against the operations of future 
periods. The amount of an asset may be 
measured by its cost, but surely a cost can 
not be an asset. The failure to distinguish 
between a measurement technique and the 
thing being measured has been one of the 
more widespread and unfortunate mis- 
understandings that has befallen the ac- 
counting profession. There are two re- 
lationships between costs and assets. (1) 
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Costs may cause the receipt of an asset, as 
when the relinquishment of money (the 
occurrence of cost) causes the receipt of 
merchandise. (2) Assets may be measured 
on the basis of their cost, meaning that the 
amount of an asset may be determined by 
determining the amount of the costs in- 
volved in obtaining it and assuming that 
the amount of the asset is equal to the 
sum of those costs. Cost is a substituted 
basis of measurement. The asset is not 
being measured at all. That is one reason 
why cost is the least relevant of the several 
objective measurement techniques that are 
available. Special attention to the cost 
concept could contribute to the elucida- 
tion of both the general problem of meas- 
urement in accounting and the nature of 

assets. 

Another possible advantage of a definite 
presentation of the cost concept would be 
some clarification of the types of costs 
that may occur. Thus, expenses are costs 
that contribute, directly or indirectly, to 
certain types of favorable value flows; 
losses are costs that do not contribute to 
any favorable value flow. “Expired costs” 
could be eliminated from the terminology 
of accounting. In the 1957 statement, ex- 
pired costs are defined as “those having no 
discernible benefit to future operations.” 
This is a reference to “cost” in the static 
sense referred to in the above paragraph, 
but the only previous use of “cost” was in 
the dynamic sense of an unfavorable value 
flow (in connection with acquisition cost). 
The presentations of the concepts of ex- 
pired costs, expense, and loss in the Com- 

mittee’s report do not even make it clear 
that those concepts are dynamic in nature 
—flows, not accumulations. Expenses and 
losses are occurrences. They may be the 
expiration of assets; to say that they are 
costs that have expired is to use cost in the 
static sense that is distinctly inconsistent 
with its more general use. 

Poor Definition of Revenue 

“Revenue, the principal source of real. 
ized net income, is the monetary expres. 
sion of the aggregate of products or sery. 
ices transferred by an enterprise to its 
customers during a period of time. In ae. 
counting for revenue, the two central 
questions are the timimg of revenn 
recognition and the determination of 
amount.” 

Several comments may be made about 

this paragraph. 

1. The term “monetary expression’”’ does not 
contribute anything to the communication 
of an idea from writer to reader unless it be 
the reduction of the possibility that the 
reader may think that the Committe 
thinks that revenue is the aggregate of prod- 
ucts or services transferred by an enterprise 
to its customers during a period of time. It 
seems strange that this term should be used 
in defining revenue but not in defining asset 
and other things that are expressed in terms 
of money on financial statements. If by 

monetary expression the Committee means 
the receipt of monetary assets or the elimi- 
nation of liabilities in exchange for the ag- 
gregate of products or services transferred, 
the phrase is an inappropriate and misleaé- 
ing abridgement. 

. The definition more nearly implies an out- 
flow than an inflow, although the use of the 
term aggregate and the avoidance of a direct 
statement of the dynamic nature of revenue 
more nearly suggests that revenue is an at- 
cumulation of what has flowed out. Why 
does the Committee avoid a clear statement 

to the effect that revenue is an increment in 
a monetary asset or a decrement in a lia- 

bility under certain specified conditions? If 
the “realized net income of an enterprise 
. . . is the change in its net assets arising out 
of” certain event, and if revenue is “the 
principal source of realized net income,”’ the 
Committee’s reluctance to say that revenues 
are favorable changes in net monetary assets 
in certain specified events and that expenses 
are unfavorable changes in net assets in de- 
scribed circumstances is difficult to under- 
stand, 

3. “The timing of revenue recognition” would 
not be a separate conceptual problem if 
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revenue were clearly defined as a favorable 
value flow. The time of the asset increment 
or liability decrement would be the time of 
revenue recognition. 

. “The determination of amount” of revenue 
would not be a separate measurement prob- 
lem if revenue were defined in terms of 
assets and liabilities, because the amount 
determined for recording the asset or 
liability would be the amount of the reve- 

nue. 

Failure to Define Gain 

The omission of a definition of gain is 
noticed primarily because of the crucial 
role of the term in defining realized net 
income. When one considers that clause 
(a) of the income definition is likely to re- 
ceive the unanimous support of the state- 
ment’s readers, the precise meaning of 
“other gains or losses to the enterprise 
from sales, exchanges, or other conversions 
of assets’”’ is important in conveying the 
Committee’s thoughts. Loss was defined. 
Why was gain slighted? 
The reader’s curiosity about gains may 

be given an additional fillip by the ways in 
which the Committee uses the term. Its 
use in clause (b) of the income definition 
suggests that the excess of revenue over 
related expired costs is a gain. We also 
note that a firm can have gains from price 
changes related to inventories and from 
the liquidation of a liability. A clear dis- 
tinction between gains and revenues would 
have improved the statement, especially 
if the definitions had emphasized the re- 
curring aspect of revenues and the non- 
recurring aspect of gains. 

Confusion Regarding Measurement of Non- 
moneiary Assets 

The statement contains several com- 

ments regarding the role of acquisition 
cost in the measurement of non-monetary 
assets, modifications of acquisition cost, 
and realization. They may be discussed 
in the order in which they appear. 
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Item 1, last paragraph, Section II: ‘The essen- 
tial meaning of realization is that a change in an 
asset or liability has become sufficiently definite 
and objective to warrant recognition in the ac- 
counts. This recognition may rest on an exchange 
transaction between independent parties, or on 
established trade practices, or on the terms of a 
contract performance of which is considered to be 
virtually certain. It may depend on the stability 
of a banking system, the enforceability of com- 
mercial agreements, or the ability of a highly 
organized market to facilitate the conversion of an 
asset into another form.” 

Item 2, fifth paragraph, Section III: ‘‘Any in- 
crease or decrease in the aggregate amount of as- 
sets should be corroborated by a market transac- 
tion or its equivalent. For example, discovery, 
gift or donation, the processes of accrual or ac- 
cretion, and (under certain contractual arrange- 
ments) production, may entail recognition of new 
assets. In all cases the requirements of objective 
measurement should be met; the concept of 
realization provides general standards for the 
recognition of asset increases.” 

These two paragraphs appear to deal 
with similar subject matter; the realiza- 
tion paragraph refers to a change in an 
asset or liability, while the second quota- 
tion refers to a change in the aggregate 
amount of assets, i.e., a change in an asset 
that is not exactly offset by an opposite 
change in another asset. While the dis- 
tinction, if any was intended, between 
recognition resting on something (second 
sentence of realization paragraph) and 
recognition depending on something (third 
sentence) is not at all clear, the Committee 
should not be surprised if the reader ob- 
tains the impression from the last clause of 
the realization paragraph that the produc- 
tion of goods which have a ready market 
may be considered an event which changes 
an asset. When the reader reaches the fifth 
paragraph of Section III, he may begin to 
doubt whether or not the Committee 
thought it possible that production could 
be realization. The first sentence refers to 
corroboration by a market transaction or 
its equivalent but does not say whether or 

real- 

pres. 

Sery- 

its 

at- 

ntral 

enue 

of 

bout 

S not 

ation 

it be 

the 
ittee 
Drod- 

Drise 
e. It 
used 
asset 

erms 
f by 
\eans 
limi- 

ag. 

rred, 
ead- 

out- 

f the 
irect 
enue 
ac- 

y 
ent | 

t in 
lia- 

3? If 
prise 

out 

‘the 
the | 
es 
sets 

nses 

de- 

er- 

uld 
if 



18 The Accounting Review 

not the firm must participate in the mar- 
ket transaction. The second sentence gives 
examples of equivalents of market trans- 
actions; it appears to disclaim production 
unless it is according to contract. The 
third sentence passes the buck to realiza- 
tion, but only for asset increases; the def- 
inition of realization referred to asset 
changes. 

Item 3, third paragraph under Measurement, 
Section ITI: ‘‘Non-monetary assets . . . are typi- 
cally stated at acquisition cost or some derivative 
thereof.” 

Item 4, following paragraph: ‘‘Assets that are 
acquired without a stated money consideration, 
or through transactions which do not result in an 
objective price, are measured by either the market 

price of the consideration given for the new asset 
or the exchange price of the new asset as estab- 
lished in the market . . . [or by] . . . appraisal by 
independent parties.” 

Item 5, second following paragraph: ‘“‘Modifi- 
cation of acquisition cost may be occasioned by 
recognition of such factors as depreciation, deple- 
tion, or obsolescence.” 

Item 6, following paragraph: ‘The aim of all 
measurements of assets is to state the amount of 
available service potential in the most objective 
and realistic terms. Amounts so stated should be 
carried forward unchanged, except for modifica- 
tions as described... . ” 

Items 3 and 4 state the committee’s 
position with regard to the measurement of 
non-monetary assets at the acquisition 
date. Item 5 presumably means “modifica- 
tion. of acquisition cost or other initially 
assigned amount.” It is item 6 that causes 
the most confusion. The establishment of 
objectivity and realism as goals of asset 
measurement is unsatisfactory. One ob- 
jection is that the order of the two goals 
suggests that objectivity may be con- 
sidered the primary goal of asset measure- 
ment, a curious confusion of means and 

ends. Secondly, to ask for measurement in 
realistic terms seems to say “we favor 
virtue, but we do not know precisely what 
is virtuous.” The statement would be im- 
proved if accuracy were substituted for 
realism as a goal and if objectivity were 

mentioned in a way that would make it 
clear that it was an intermediate goal, a 
means of contributing to accuracy. If the 
informational needs of investors were care- 
fully analyzed at the beginning of the 
statement, some criteria of accurate meas 
urement of assets could be established; 
criteria of realistic measurement would be 
more difficult to select. 

Additional confusion is contributed by 
the statement ‘Amounts so stated should 
be carried forward unchanged, except for 
modifications as described .. . ” This ap- 
parently means that once a satisfactory 
measurement has been achieved, we can 
forget about future presentations of assets 
in the most objective and realistic terms, 
except in the specified cases. Having done 
a good job once, we can rest on our laurels. 
The unsatisfactory implications of this 
could be reduced in significance if a clear- 
cut and complete list of occasions for 
modification was presented. Unfortunately 
what modifications are described is any- 
one’s guess. No paragraph or section is 
referred to. The only specific conclusion 
the reader can reach is that the modifica- 
tions in question are the ones mentioned in 
the preceding paragraph—those “‘occa- 
sioned by recognition of such factors as 
depreciation, depletion, or obsolescence.” 
What the other “factors” are we do not 
know. Since this paragraph refers to assets 
in general, are such factors as accrual of 
interest, changes in market values of 
securities owned, overstocking of mer- 
chandise, the closing of a bank, or the 
gradual expiration of an insurance policy 
to be recognized as justifying modification 
of asset amounts? When the reader reaches 
the next paragraph of the statement, he 
encounters what appear to be additional 
descriptions of modifications: 

Item 7: “When the service potential of a given 
asset is no longer available to the enterprise, 
whether transferred by sale, exhausted through 
use, or dissipated by obsolescence or damage, the 
acquisition cost of the asset, as modified by events 
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subsequent to acquisition, should be eliminated 
from the accounts and any final gain or loss on 
disposition recognized.”’ 

That is the end of the section on assets, 

but the next section includes the following 
sentences: 

Item 8, second paragraph under Expired Costs: 
“Recognition of cost expiration is based either on 

a complete or partial decline in the usefulness of 
assets, or on the appearance of a liability without 
a corresponding increase in assets. The service po- 
tential of assets may decline because of transfer 
of title, gradual or abrupt physical deterioration, 

consumption of service potential through use even 
though no physical change is apparent, or eco- 
nomic deterioration because of obsolescence or 
change in consumer demand.” 

The last phrase of this quotation seems 
to suggest that inventories may properly 
be written down to replacement cost or net 
realizable value, at least under certain cir- 

cumstances. Is this another description of 
a “modification”? If so, is it not important 

enough to be mentioned in the discussion 
of asset measurement? 

Finally: 

Item 9, fourth paragraph in Sectipn VI: “In 
some cases there may be a clear indication of a 

change in an asset or liability although the criteria 
for realization established in the trade or in- 
dustry have not yet been met. Such changes not 
yet realized should be: disclosed in financial re- 
ports but should not be permitted to affect the 
amount of realized net income.” 

There are several ways that the change 
not yet realized could be disclosed in 
financial reports without being permitted 
to affect’ realized net income. (1) It could 
be disclosed by a footnote or parenthetical : 
notation related to the asset or liability 
item affected. (2) It could be discussed in 
a footnote to the retained earnings section. 
(3) It could be listed in the income state- 
ment but the amount not added or sub- 
tracted in the computation of the amount 
of realized net income. (4) The asset or 
liability affected could be changed with 
the offsetting entry being made directly in 
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a special net worth account. 
If there is a “‘clear indication of a change 

in an asset or liability,” the fourth method 
of disclosure discussed above would seem 
to be the most honest, the least likely to 
mislead the reader. This method, however, 
does not appear to be acceptable to the 
Committee. The realization paragraph 
in Section II clearly indicates that for 
realization to occur there must be a change 
in an asset or a liability. It also implies that 
any change in an asset or a liability that is 
sufficiently definite and objective to war- 
rant recognition in the accounts is an in- 
stance of realization. If all changes are 
realizations, the fourth method of dis- 

closing the unrealized change is not ac- 
ceptable. This reference to disclosure of a 
clearly indicated change in an asset or li- 
ability which is not sufficiently definite 
and objective to warrant recognition in the 
accounts is not of much help to the reader. 

The confusion seems to be due to the 
great respect the Committee has for “es- 
tablished trade practices.” The realization 
paragraph permits realization on the basis 
of established trade practices; the fourth 
paragraph of Section VI seems to say that 
any clear indication of a change should not 
be used as a basis for changing the asset or 
liability item unless such a change would 
conform to established trade practices. 
This may be an effective means of achiev- 
ing uniformity of accounting practices, but 
it can hardly be expected to result in any 
general improvement in the accuracy of 
the measurements of assets, equities, or 
income. The Committee’s disorganized 
discussion of the important subject of 
asset measurement is unsatisfactory. 

Current Operating Performance or All-In- 
clusive Concept of Income 

“The realized net income of an enterprise 
measures its effectiveness as an operating unit and 
is the change in its net assets arising out of (a) 
the excess or deficiency of revenue compared with 
related expired cost and (b) other gains or losses to 
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the enterprise from sales, exchanges, or other 
conversions of assets. Interest charges, income 
taxes, and true profit-sharing distributions are not 
determinants of enterprise net income.” 

“In determining net income to shareholders, 
however, interest charges, income taxes, profit- 
sharing distributions, and credits or charges aris- 

ing from such events as forgiveness of indebted- 
ness and contributions are properly included.” 

Clause (b) of the first sentence is the 
major evidence that the Committee offers 
in the income determination section of the 
statement on the question at hand. “Other 
gains or losses to the enterprise from sales, 
exchanges, or other conversions of assets’ 
includes several items that are sometimes 
given as examples of charges or credits 
that would be included in the determina- 
tion of income on the all-inclusive basis but 
excluded on the current operating per- 
formance basis. Apparently, the Commit- 
tee would include charges or credits from 
sales of long-term assets, unusual write- 
offs of intangibles, exchange of securities 
owned for other securities by exercising a 
conversion privilege, calamity losses, and 

the write-off of unamortized bond issue 
cost when bonds are called prematurely. 
The Committee reinforces the reader’s 
interpretation of “other gains and losses” 
with the final paragraph of Section III, 
in which reference is made to recognition 
of gain or loss on the disposition of an 
asset. Also, the difference between the call 

price and the net book value of bonds 
called is a gain or loss according to para- 
graph 5 of Section V, and it is a disposition 
of an asset (cash). However, whether or 
not the Committee meant to include sev- 
eral of these types of charges or credits 
depends upon what they meant by “‘con- 
versions of assets.” If they meant to in- 
clude all dispositions of assets, all of these 
items are included, but if they only meant 
conversions of assets te other forms of 
assets, only sales of long-term assets and 
calamities which are partially or exces- 
sively covered by insurance would be in- 
cluded. 

The Accounting Review 

Net income to shareholders may include 
more gains and losses than enterprise 
net income. It is difficult to guess the 
general character of the “credits or 
charges arising from such events as for- 
giveness of indebtedness and contribu. 
tions.” Does this mean indebtedness to the 
firm or from the firm, contributions by the 
firm or to the firm, or both? Does “‘such 

events as” these mean charitable acts? 
The safest conclusion is that the Com. 
mittee’s concept of net income to share- 
holders was meant to be more nearly an 
all-inclusive concept than was enterprise 
net income. The description of net income 
to shareholders supports the related con- 
clusion that the Committee intended that 
item to include some non-recurring, non- 
operating charges and credits in addition 
to those included in enterprise net income, 

The quotations regarding the breadth of 
the income concept(s) that have been dis- 
cussed in the preceding paragraphs pro- 
vide ample evidence that the committee 
members either did not reach agreement 
regarding how firmly they wanted to. 
embrace the all-inclusive concept of in- 
come, or agreed that the question should 
not be definitely answered in the report. 
But when the reader reaches the third 
paragraph of Section VI, he becomes more 
confused than ever. 

“The reports for the period will encompass not 
only those transactions which arise from opera- 
tions of the period, but also some transactions 
completed during the period and related to activi- 
ties of prior periods. Transactions relating to 
current operations should be reported as compo 
nents of realized net income of the period. Income- 
determining transactions recognized in the current 
period but primarily relating to prior activities 
should not affect the determination or reporting 
of realized net income of the period.” 

Has the all-inclusive idea been thrown 
out the window? Certainly, charges or 
credits from sales of long-term assets and 
from conversions of securities to other 
forms of securities are primarily related to 
prior activities. The “gain or loss” on the 
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disposition of a fixed asset surely is more 
closely related to the depreciation rate 
applied over its life or to changes in prices 
in prior periods than to the management’s 
shrewd bargaining ability in the disposi- 
tion of the asset. Gains or losses on security 
conversions are more closely related to the 
holding period of the old security during 
which the market prices of the securities 
changed than to the period of the conver- 
sion. Yet, these gains and losses were 
clearly included in the determination of 
realized net income in Section IV. 

Before condemning the Committee for 
what appears to be a basic inconsistency 
in its report, the reader should observe 
that a literal interpretation of the last 
sentence of the above-quoted paragraph 
may eliminate the clear-cut inconsistency 
and replace it with vagueness. The Com- 
mittee said “income-determining transac- 
tions” primarily relating to prior activities, 
not gain®or losses. The gain or loss on sale 
of a fixed asset is primarily related to 
prior periods. The transaction (sale) is 
very definitely related to the current 
period. Perhaps the Coramittee was think- 
ing of events such as adjustments of prior 
periods’ income taxes or bad debt pro- 
visions. Nevertheless, a cursory, rather 

than careful, examination of the state- 

ment will be required to give the reader a 
clear impression of the Committee’s views 
with regard to the relationship between 
extraordinary types of changes in net 
assets and realized net income. 

MIXED FEELINGS 

The Realization Concept 

The Committee’s presentation of the 
realization concept is encouraging because 
it may reduce the use of the term in nar- 
row, cash-oriented senses. The wide- 

spread use of the old concept was unfor- 
tunate in that it discouraged any recogni- 
tion in the accounts of favorable changes 
in assets unless that change was “realized”’ 
in the form of cash or an asset that could 

readily be converted to cash—what we 
now think of as short-term monetary 
assets—or the elimination of a liability. 
Decreases in assets were recognized 
whether “realized” or not. This distasteful 
association of the realization concept is 
left behind when the broader meaning is 
adopted. We are now free to use the con- 
cept of an increment in a net short-term 
monetary item or an increment in a net 
monetary item as we see fit, and we can 

say precisely what we mean. Rather than 
refer to “unrealized income,’”’ we can say 
‘income not involving a funds receipt” (if 
funds are defined as net short-term mone- 
tary items). Even if this expression de- 
generates into “non-funds income,” we 
will be better off than with the old, vague 
concept of realization. 

The new realization concept is, of 
course, essentially useless—a point in its 
favor. The definition of realization suggests 
that we can stop using the term and speak 
of changes in assets and liabilities without 
using jargon. But the remainder of the re- 
port is disappointing in several places, The 
discussion of changes in the aggregate 
amount of assets in the fifth paragraph 
of the asset section is a case in point. The 
requirement of a market transaction or its 
equivalent to corroborate a change in 
the aggregate amount of assets seems to be 
inconsistent with the description of evi- 
dence of change in an asset or a liability in 
the realization paragraph. Furthermore, 
the statement in the asset paragraph, “the 
concept of realization provides general 
standards for the recognition of asset im- 
creases’’ is peculiar in view of (1) the para- 
graph’s topic is “any increase or decrease in 
the aggregate amount of assets,” and (2) 
the two-way definition of realization. 

The second disturbing recurrence of the 
realization concept is in the second para- 
graph of the income determination sec- 
tion. What does the word “realized” add 
to the definition of net income of an enter- 
prise? 
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The fourth paragraph of the disclosure 

section of the report exemplifies another 

unnecessary use of the term “realization.” 
Perhaps that paragraph could have been 

stated as follows: 

“Tn some cases there may be a clear indication 

of a change in an asset or liability although the 
industry’s established criteria for recognizing 

changes in assets and liabilities in the accounts 
have not yet been met. In such cases of difference 
of opinion between the accountant and the in- 
dustry, the industry opinion should dominate the 
determination of net income, but the disagree- 
ment should be fully disclosed.” 

Two Net Income Concepts 

Many readers probably reacted un- 
favorably upon first reading of the income 
determination section. To some, it must 

have been “obvious” that the members of 
the Committee could not reach agreement 
on either the proprietary or the entity 
concept of income, so compromised by 
presenting both. Those readers who have 
a distinct preference for one or the other 
of the concepts must have been disap- 
pointed. Upon further analysis, however, 
the dual concept of income is seen to be 
not especially strange; it is related to the 
long popular distinction between net 
operating profit and net income. Present- 
ing two concepts of income on the same 
income statement is not likely to reduce 
the amount of information gleaned from 
it by the reader; indeed, it may be thought 
of as better disclosure of the information 
accumulated in the accounts. After all, 

accountants have seldom seen fit to match 
interest costs with revenue anyway, and 
the Committee makes clear its lack of 
desire to match income taxes with income 
before tax. What is there to lose by deduct- 
ing these items and one or two others from 
one type of net return figure to obtain 
another? 

As an incidental point, we may observe 
that the Committee’s failure to define 
cost permits it to use only one definition 

of expense in two concepts of income. In 
the general definition of net income, the 
Committee provides for two kinds of de 
ductions: (1) expired costs (in this case, 
expenses) related to revenue and (2) losses, 
Interest and income taxes apparently do 
not fit into either of these categories when 
computing enterprise net income but do 
fit one of them (presumably the first) when 
net income to shareholders is in question, 
Whether or not interest and income taxes 
are expired costs clearly depends upon the § 
definition of cost. The Committee has left 
that concept undefined, a position which 
it seems to feel permits it to use the term 
differently in consecutive paragraphs. In 
the second paragraph of Section IV, costs 
and expired costs do not include interest, 
income taxes, and true profit-sharing dis- 
tributions; in the third paragraph, those 
three items are deductible as expired costs. 

Presumably the Committee’s answer is 
that what is includible in cost$ depends 
upon whose costs are in question. To say 
that interest is a cost to the shareholders 
but not to the enterprise is no more incon- 
sistent than to say that the acquisition of 
a competitor’s plant is a cost to the firm 
but not to the industry. Since the Com- 
mittee is not limiting itself to one point of 
view, it cannot limit itself to one definition 
of cost (or revenue? or asset?). If this 
attitude is carried very far, we soon en- 
counter serious limitations to the useful- 
ness of the dual approach to income. 

Purpose of the Statement 

It may seem presumptuous for a reader 
of the Committee’s report to question its 
purpose, but as a member of the American 
Accounting Association the author feels 
that he has the right, if not the duty, to 
present his own view of what the Com- 
mittee on Concepts and Standards should 
attempt to accomplish in a statement of 
the type in question. The Committee 
stated its objectives clearly. “The pur- 
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poses of this Statement are to present the 
concepts fundamental to accounting, and 
to suggest standards to which general- 
purpose reports . . . should conform, and 
by which existing accounting practice may 
be judged.” Should the Committee be 
attempting to set the standards for ap- 
praising current practices: Or should the 
Committee be more interested in estab- 
lishing goals towards which accounting 
practice should move and which can be 
used as ideal standards for appraising al- 
ternative practices regardless of whether 
or not any of the alternatives approach 
the ideal? 
Some readers may feel that the Amer- 

ican Institute of Certified Public Accoun- 
tants is the logical organization to sponsor 
statements of standards for current prac- 
tice, and that the American Accounting 
Association should be more concerned with 
the future. A division of functions along 
this line is not necessary, and is not likely 
to be desirable. If practicing accountants 
do not give any attention to improving the 
standards for their profession over a period 
of years, improvement is not very likely to 
occur. And if accounting teachers do not 
concern themselves with the currently ac- 
cepted standards of professional practice, 
their teaching and their opinions about 
what accountants should be doing will not 
be well-grounded. Furthermore, alterna- 
tive “authoritative, statements” about 
both standards of current practice and 
goals for the accounting profession are 
desirable. No one organization should be 
considered “the authority” in either area. 

In the author’s view, the Committee on 
Concepts and Standards should take one 
of the following courses: (1) It should con- 
centrate on (but the Association as a whole 
need not concentrate on) a statement of 

ideal standards for use as beacons for 
everyone interested in the development 
of accounting practice. (2) It should issue 
two major statements, one a statement of 

standards for current accounting practice, 
the other a statement of ideal standards. 
If the difficulty of achieving any reason- 
able degree of accord on ideal standards 
is overwhelming, the Committee and the 
Association should encourage individual 
efforts to develop coordinated statements 
of ideals in order that all accountants may 
be made more conscious of the general 
fact that possibilities for improvements in 
accounting practices exist. 

The 1957 statement shows evidence of 
the Committee’s interest in ideal stand- 
ards. As compared with the 1948 state- 
ment, several instances of references to 
goals are noted, and the Committee is 
careful not to confuse them with standards 
for current practice. For example, the first 
paragraph on the measurement of assets 
refers to an abstract concept of value. The 
discussion of cost of goods sold refers to 
three ideal objectives of the measurement 
of that item. The disclosure section in- 
cludes comments regarding analyses of 
cost-volume-profit relationships, funds 
statements, and supplementary data for 
evaluating the significance of price fluc- 
tuations, but the “Committee does not 

urge the employment of any particular 
financial statements in any specific forms.” 
While the Committee was careful to avoid 
presenting these ideas as current stand- 
ards, it is entirely possible that some of 
the confusion regarding the measurement 
of assets, as noted in a previous section 
of this paper, was due to an attempt to 
present both types of standards in one 
statement. A clear separation of the two 
types of standards in two statements, or 
concentration upon ideal standards, would 
avoid this source of confusion. 

SUMMARY 

The three major sections that form the 
body of this paper have been summarized 
in the introduction. At this point, perhaps 
the author should again express apprecia- 

Th 

the 
de- 

SSeS, 

do 
hen 

do 

hen 

ion. 

axes 

the 

left 

hich 

erm 

th 

osts 

est, 

dis- 

hose 

osts. 

r is 

ands 

say 

ders 

on- 

n of 

firm 

om- 

t of 

tion 

this 

en- | 

| 

its 

can 

eels 

om- | 

t of 

ttee 



24 The Accounting Review 

tion to the Committee for having formu- 
lated a statement that is a substantial 
improvement over its predecessor. The 
greater length of the critical comments 
should not be considered to outweigh the 
commendations; criticisms are bound to 

be more difficult to express than approvals. 
There remain a few aspects of the Com- 

mittee’s report on which the author would 
like to comment were it not for the already 
excessive length of this paper. Instead, he 
will only direct the reader’s attention to 
them. 

1. The assumption that investor-readers will 
be willing and competent to read financial 
statements carefully and with discrimina- 
tion, while not patently different from the 
related statement in the 1948 edition, seems 
to set the tone for a greater emphasis upon 
disclosure of more information rather than 
simpler information. This is a desirable 
recognition of the important role of pro- 
fessional analysts in investment decisions, 
for which the committee that wrote Supple- 
mentary Statement No. 8 should be 

thanked. 
. The reference, under Means of Disclosure, 

to supporting statements and supple- 
mentary exhibits and to four specific types 
of supporting statements together with the 
Committee’s decision not to urge the em- 
ployment of any particular financial state- 
ments in specific forms should encourage 
experimentation with new types of state- 
ments and doing something about the 
serious deficiencies in traditional state- 
ments. 

3. The Committee’s discussion of compara 
bility in the final paragraph is more ap 
propriate than the traditional worship of 
consistency. 

. While the Committee’s reference to fund 
statements is an improvement over the 
previous edition that is appreciated, perhaps 
more attention should have been given to 
this underused statement. A definition of 
funds may have been desirable to encourage 
the use of funds statements. 

. The discussion of the use of supplementary 
data to aid the reader in evaluating the sig- 
nificance of price fluctuations is an improve- 
ment over the 1948 attitude for which the 
Committee that formulated Supplementary 
Statement No. 2 is responsible. 

. The Committee’s opposition to accrual- 
deferral accounting for the income tax re- 
lated to the difference between reported 
income and taxable income is undesirable, 
Perhaps the Committee should have con- 
sidered the possibility that one-value-deter- 
mining aspect of an asset is its adjusted 
basis for tax purposes. This may have led to 
acceptance, if not support, of the American 
Institute’s alternative position.* 

. Omission of the term “reserve” from the 
terminology relating to financial statements 
is in accord with the commendable conclu- 
sions of the committee that prepared Sup- 
plementary Statement No. 1. 

. The addition of two paragraphs on consoli- 
dated statements is another improvement 
that originated in a supplementary state- 
ment. 

* See Accounting Research Bulletin No. 43, Restale 
meni and Revision of Accounting Research Bulletins 
Oe York: American Institute of Accountants, 1953), 
p. 79. 
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ASSOCIATE MEMBERSHIPS 

the numbers of new Associate Memberships are reported by schools. These include 
Fe: the information of teaching members of the American Accounting Association, 

all applications processed by our Secretary’s Office during the period of August 25, 

1957 through October 15, 1957. 

New York University 

Michigan State University 

Bryant College 
Fairleigh Dickinson College 
Harpur College 
LaSalle Extension University 
North Texas State College 

Bentley School of Finance 
Brooklyn College 
Macalester College 
Northwestern University 
Pennsylvania State University 
University of Alabama 

Abilene Christian College 
Anderson College 
Ashland College 
Assumption University 
Baylor University 
Boston University 
Bowling Green State University 
Bradley | 
Brigham Young University 
Butler University 
Carnegie Institute of Technology 
Centenary College 
Cleary College 
College of Steubenville 
Colorado College 
Columbia University 
Delta State College 
De Paul University 
Drake University 
Drexell Institute of Technology 
Duquesne University 
Eastern Nazarene College 

y 
Henry Ford Community College 
Hofstra College 
Indiana State Teachers College 
Indiana University 

Over 40 Members 

University of South Dakota 

20-25 members 

San Jose State College 

10-20 members 

Ohio State University 
University of Illinois 
University of Michigan 
University of North Dakota 
University of San Francisco 

5-10 members 

University of California—Los 

University of Denver 
University of Detroit 
University of North Carolina 
University of Pennsylvania 

Less than 5 members 

Iona 
Jacksonville State 
Kansas State Teachers College 
Kent her University 

Louisiana T 
Loyola University 
McGill Universi 

Oklahoma State University 
Oregon State College 
Pace College 
Portland State College 
Queens University 
Regis 
Reid CPA Coaching School 

San Francisco State College 
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University of Washington 

University of Puerto Rico 
University of 
Wake Forest College 
Wayne University 
Xavier University 

Santa Ana Jr. College 
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Stanford University 
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Morton Junior College University of Kansas 
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Fenn College University of Nebraska 
Florida State University University of New Mexico 
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PRICE-LEVEL DEPRECIATION AND 
REPLACEMENT COST 

WENDELL P. TRUMBULL 

Professor, Lehigh University 

tion of price-level depreciation that it 
does not provide, at least systemat- 

ically, total deductions from revenue in 
an amount equal to the cost of replacing 
the specific assets in question. For exam- 
ple, total price-level depreciation on an 
asset costing $10,000, without value at re- 
tirement date and written off over years 
during which the price level is doubling in 
a straight-line manner, will amount to 
roughly $15,000. Here, it is pointed out, is 
a deficiency of $5,000 from the cost of 
maintaining (replacing) the original in- 
vestment at the new price level. Or, if the 
price level declines 50% during this asset’s 
useful life, the total price-level deprecia- 
tion will be about $7,500—an amount 
materially in excess of the $5,000 replace- 
ment cost. 

Based upon the discussion and simple 
illustrations that follow, the writer be- 

lieves that these differences between price- 
level depreciation and replacement cost 
are irrelevant and that, further, there is no 

basic inequality between the two. This 
disparity is based on only two price-level 
readings—one at acquisition date and the 
other at retirement date. Doesn’t such 
analysis imply that the course of prices 
during the ten- or twenty-year life of a 
depreciable asset is unimportant, even 
though it is during these years that the 
service life of the asset is expiring and the 
revenue is being received out of which the 
initial investment is recovered in full or in 
part? Is it consistent to apply the price- 
level adjustment to the total initial cost 
for the entire life of the asset and at the 
same time recognize that the asset is de- 
preciating in amount year after year? The 

[ HAS BEEN CONSIDERED an imperfec- whole problem deserves further analysis; 
but first it may be noted how the United 
States Steel Corporation estimated the 
deficiency in reported depreciation at $904 
million since 1940. The annual report. for 
1956 reads: 

Recorded wear and exhaustion (exclusive of 
accelerated depreciation and including only regu- 
lar depreciation on amortizable facilities) for a 
given year was subdivided by the prior years in 
which the investments being depreciated were 
acquired. Each subdivision was then adjusted by 
the change in buying power of the dollar experi- 
enced from the year of acquisition to the given 
year, as indicated by the Engineering News- 
Record index of construction cost. Summation of 
the adjusted items then gave the wear and ex- 
haustion needed to recover the proper proportion 
of buying power originally expended. This same 
process was repeated for each year, thus provid- 
ing the data of wear and exhaustion needed. ... 
In interpreting the wear and exhaustion deficien- 
cies that have been calculated, it should be re- 
membered that each year’s deficiency is in dollars 
of the buying power that prevailed in that year— 
not in today’s dollars of diminished buying power. 
The $904 million aggregate deficiency for the 17- 
year period would be considerably greater if the 
deficiencies were converted into today’s dollars. 

This is a brief description of the proper 
method of adjusting for price changes in 
terms of a given price index. As will be 
demonstrated, this method also provides 
the theoretically correct amount of total 
depreciation on a replacement-cost basis. 

Definitions and Objectives 

That there is no income (net) until capi- 
tal has been maintained out of the revenue 
yielded by the same capital is a funda- 
mental consideration. Depreciation is the 
decline in plant capital during a given in- 
terval resulting from the expiration of serv- 
ice content or remaining useful life. It is 
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one of the expenses deducted from rev- 
enue, directly or indirectly, for the purpose 
of determining the income or loss for a 
given period—a process that distills into 
one figure the amount by which the capital 
of a business (usually from the owners’ 
point of view) has grown or shrunk as the 
result of operations.’ 

If price’ of plant and other productive 
agents have not changed noticeably since 
their acquisition dates, the measurement 
of depreciation and other expenses is con- 
yeniently based on the dollar expenditures 
originally made. If, however, it is decided 
that price changes of assets have been 
substantial enough since the date of ac- 
quisition to require adjustment of the por- 
tion expired, expenses are most fairly meas- 
ured in terms of the current cost of re- 
placing the capital that has been used up. 
Thus, replacement cost may be viewed 
broadly as a basic concept applicable to 
situations in which operating costs and 
expenses should be corrected for price- 
level changes. Wherever the prices of ac- 
quiring business assets have not changed, 
it may be noted that original cost and re- 
placement cost yield the same amount of 
periodic expense. 
The revenue deductions for a year, from 

the replacement-cost point of view, are 
the current revenue dollars “earmarked” 
as replacements for the capital used up in 
operations. Or, in more familiar terms, 
expenses reflect outflows of capital for 
which an equivalent amount of revenue 
must be considered a return of capital; the 
remainder of the revenue, if any, reflects a 
return on capital. If the amount of revenue 
for a period that is earmarked as expense 

1 Operations is here used in a broad sense to include 
lg losses arising from the mere existence of 

i investment. Capite] may refer to either the 
assets of a business or the equities in the’same assets. 
The term is here used mainly with reference to the in- 
vestment in plant (net of depreciation) or otherjassets 
at a given date. The term capsial seems useful in empha- 
sizing the financial nature of assets for accounting pur- 
poses. 

Price-Level Depreciation and Replacement Cost 27 

is either more or less than the sum needed 
to replace the expired capital, the remain- 
der will not, of course, be a fair measure- 
ment of income for the period. For this 
reason it is said that both the revenue and 
the revenue deductions on an income state- 
ment should be expressed in homogeneous 
dollars. Accordingly, the price-level depreci- 
ation for a given year is the current cost of 
replacing the plant service capacity used 
up in operations during that year. 

Maintenance of Capital and Replacement 
Cost 

Three leading conceptions of plant cap- 
ital have been distinguished by accounting 
authorities? Plant capital may be ex- 
pressed in dollars, net of depreciation to 
date, on one of the following bases: (1) 
initial dollars invested; (2) initial amount 
of purchasing power committed; (3) pro- 
ductive capacity of specific plant assets. 
It is a necessity of accounting that any 
concept of capital employed be susceptible 
of reasonable approximation and consist- 
ent application from year to year.® 

As already suggested, the idea of re- 
placement cost can be applied in the broad- 
est sense to mean the cost of replacing 
expired plant capacity in terms of each of 
these three conceptions of plant capital. 
The term, of course, is usually restricted 
in accounting literature to specific assets 
and the third of the above-listed ways of 
viewing plant capital; however, what is 
important in income determination is not 
the maintenance of specific assets, but the 
maintenance of the over-all capital of the 

* William A. Paton and William A. Paton, Jr., Asset 
Accounting (New York: The Macmillan 3 
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firm. Good income determinations depend 
upon selection of the fairest basis of capital 
estimation. Depreciation as reported to- 
day in financial statements is based on the 
cost of replacing, or maintaining, dollar 
capital; but if corrected for price changes, 
the same depreciation would be calculated 
on the basis of replacing either (1) the 
purchasing power or (2) the service capac- 
ity of the specific assets used up during 
each year.‘ The Lifo method, for example, 
has its justification for tax and accounting 
purposes in the fact that it yields a deduc- 
tion for “‘cost of goods sold” that approxi- 
mates the cost of replacing the product 
sold. It is clear, in an economic sense, that 

there is no difference between the amount 
of capital used up in a particular situation 
and the amount that it would take to re- 
place what has been used up. 

Replacement cost should mean the cost 
of replacing expired assets (including serv- 
ices expiring at the moment they are ac- 
quired) in the most profitable form of 
business investment available to the firm 
in question. In general, accountants follow 
the practical rule that expenditures ac- 
tually made are the appropriate ones. But 
of greater significance is the point that the 
replacement-cost basis, broadly conceived, 

does not connote actual replacement of ex- 
pired plant capital, either as to individual 
units or as to total plant investment. In 
many instances total capital is maintained 
with much of the reinvestment taking 
place in other kinds of assets; in others 

* Whether adjusted price-level depreciation should 
be based upon the cost of replacing expired purchasing 
power or upon expired service content of specific assets 
’ not considered. Price levels mentioned may be as- 
sumed to pertain, as desired, to specific asset costs, 
specific price indices, or to a general price index. 

To date, distinct preference has been expressed for 
the purchasing-power concept with respect to plant 
capital. Technological progress and the constant sub- 
stitution as between plant and other forms of assets 
tend to make the purchasing-power concept the most 
generally useful one. On the other hand, price changes 
of specific inventory items are largely eliminated by 
Lifo and similar cost-of-goods-solds methods in the only 
widespread application of price-level acoounting now 
in effect in the United States. 

plant capital is expanded without an 
accompanying addition to a firm’s total 
assets. 

Maintaining capital means, funda- 
mentally, maintaining the income poten. 
tial of a business. Successful management 

is continually modifying the composition 
of the capital in a company in attempting 
to maintain and increase the income po- 
tential in the face of changing tax situa- 
tions, wages, product demand, technology, 

interest rates, and so on. Higher income 
taxes, to illustrate, call for more current 
capital and put a premium on such dedue- 
tible expenditures as advertising, research 
and development, and employee training; 
soaring plant costs tend to increase the 
budget for repairs and maintenance and to 
extend the life of existing plant items; 
general wage raises may induce further in- 
vestment in labor-saving equipment. Ul 
timately, the concept of replacement cost 
is just as broad and deep as the problem 
of measuring the extent to which a com- 
pany’s income capacity has been altered 
during a year’s time, including an estimate 
of the change in prospective value of the 
company’s personnel to it during the year. 

That a more limited, workable concep- 
tion of replacement cost must be adopted 
is obvious. At the same time it is an over- 
simplification to think of plant assets only 
in terms of 40-year buildings, 10-year 
machines, etc—a conception underlying 
the early view that depreciation took place 
in lump-sum amounts only when depre- 
ciable assets stopped operating and were 
finally retired. For depreciation calcula- 
tions a plant asset is primarily so many 
units or annual segments of service bene- 
fits. Depreciation cost refers to the ex- 
piring service benefits. If it is estimated, 
for example, that one-fifth of the service 
life of a machine has been used up in the 
current year, the price-level depreciation 
cost is the number of current revenue 
dollars that it would take (or does take) 
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Price-Level Depreciation 

to replace either one-fifth of the original 
purchasing power invested or one-fifth of 
the original productive services acquired, 

depending upon the concept of capital 
used. What it would eventually cost to 
replace specific plant assets and whether 
they will be replaced are irrelevant to the 
depreciation problem, even for deprecia- 
tion on a replacement-cost basis. What is 
relevant, to repeat, is the current cost of 

getting new productive agents in the firm 
to take the place of the service benefits 
that have currently expired. 

Adequacy of Price-Level 
Demonstrated 

Depreciation 

Depreciation cost, adjusted each year to 
the prevailing price level, is next analyzed 
in a series of illustrative cases. A primary 
objective is to test the adequacy of price- 
level depreciation in terms of its ability to 
maintain capital during years of sustained 
and fluctuating price changes. Viewing de- | 
preciation as the cost of replacing the exp)’ 
pirations of plant, we can test the calcu-/' 
lated amounts by determining whether a 
firm’s capital, all assumed to be invested 
in plant assets, would be maintained as 
long as new plant assets are acquired each 
year in an amount equal to the deprecia- 
tion recognized. The illustrations demon- 
strate that annual price-level adjustments 
do provide total depreciation or other costs 
of operation sufficient to allow for the re- 
placement of expired capital in the long 

and Replacement Cost 

run under a variety of price-level condi- 
tions. A firm’s failure to maintain capital, 
of course, eliminates a portion of the basis 
to which the price-level adjustment would 
otherwise apply. 

The same facts are assumed throughout 
the illustrations wherever possible. A sum 
of $5,000 is committed to a business ven- 
ture at a time when the price level is 100. 
This amount is invested in a 5-year de- 
preciable plant asset having no residual 
value. It is assumed, for the sake of sim- 
plicity, that the revenue benefits are re- 
ceived as expected in five lump-sum 
amounts, one at the end of each year, in 
such amounts as to make straight-line de- 
preciation appropriate. At the beginning 
of each succeeding year a reinvestment is 
made in plant assets in an amount equal 
to the depreciation just recognized at the 
end of the preceding year. These reinvest- 
ments are made in assets having succes- 
sively shorter lives, so that all assets are 
finally retired at the end of the fifth year. 
Net income, to the extent that it exists, is 
distributed to the owners at the end of each 
year. In this way the firm’s entire capital 
is kept in plant assets; and plant deprecia- 
tion is the only expense. The behavior of 
the price level is stated with each illus- 
tration; any modifications of the above 
basic conditions are also indicated in con- 
nection with specific illustrations. 

In Illustration I the price level rises 
steadily to 200 during the five-year period. 

ILLUSTRATION I 
Adjusted depreciation by years 

Year-end index: 120 140 160 180 200 
Yr. #1 Yr. #2 Yr. $3 Yr. #4 Yr. $5 

Plant investments: 

$1,200 350 400 450 500 

Depreciation for fifth year—equal to initial investment. . . 
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Depreciation for the first year of $1,200 is 
the straight-line amount of $1,000 on the 
initial $5,000 investment multiplied by 
120/100, the price-level conversion factor. 
This $1,200 charge is the basis of the in- 
vestment in a four-year asset at the begin- 
ning of the second year. Depreciation for 
the second year is $1,000 on the first asset 
multiplied by 140/100, or $1,400, plus $300 
on the second asset multiplied by $140/120, 
or $350. On this basis the investment at 
the beginning of the third year is obtained, 
and so on. 

Under these conditions, total deprecia- 
tion on the initial investment of $5,000 
amounts to $8,000. Replacement cost on 
this asset is, of course, $10,000. However, 
as the illustration shows, when plant 
capital has been maintained over the five 
years, the depreciation charge for the fifth 
year equals the cost of replacing the initial 
investment at the beginning of the sixth 
year at the price level of 200. Briefly, we 
may conclude that if each “annual seg- 
ment” of the original investment is recog- 
nized as depreciation cost in terms of its 
own replacement cost, the entire initial 
investment is eventually placed on the 
replacement-cost basis in the correct total 
amount. Recognition of full replacement 
cost depends upon maintenance of capi- 
tal. 
A related consideration is the fact that 

depreciable plant investments typically 
yield a continuous or recurring stream of 
benefits (revenue) over their useful lives. 
If an enterprise has not been suffering net 
losses after deducting adequate amounts 

for depreciation, it must be assumed that 
recovery of plant investment has been 
taking place from year to year in amounts 
equal to the depreciation deductions. To 
the extent that plant investments are re. 
covered, the actual uses to which the funds 
are subsequently put will dictate the 
price-level adjustments that are appro- 
priate for them. 

Illustration II shows how failure to 
maintain plant capital may result in an 
inflation loss on capital held in the form 
of cash. Here it is assumed that no rein- 
vestment is made after the initial invest- 
ment of $5,000 in plant, but that cash in 
annual amounts equal to the annual de- 
preciation charges is retained in the busi- 
ness until the end of the fifth year. By the 
end of the fifth year the price level is 
again assumed to be at 200. This hypo- 
thetical situation illustrates that the 
$10,000 replacement cost of the plant asset 
has been accounted for as $8,000 deprecia- 
tion and $2,000 monetary loss on cash 
held. It illustrates also the general point 
that adjusted depreciation applies only to 
the unamortized balance of plant. 

Since the benefits from most fixed assets 
are obtained continuously, a modification 
of the first illustration is presented. In Il- 
lustration III it is assumed that revenues 
are received evenly throughout each year, 
that reinvestments necessary to maintain 
plant capital are made on an average at 
the mid-year price level each year, and 
that expirations take place each year at 
the mid-year price level. In this way con- 
tinuous depreciation and reinvestment 

ILLUSTRATION IT 

Annual Conversion i M loss 
Date depreciation; Price factor at dollars at from holding 

also cash level 12/31/5 12/31/5 cash 
retained 

12/31/1 $1,200 120 200/120 $ 2,000 $ 800 
12/31/2 1,400 140 200/140 2,000 600 
12/31/3 1,600 160 200/160 2,000 400 
12/31/4 1,800 180 200/180 2,000 200 
12/31/5 2,000 200 200/200 2,000 -- 
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Price-Level Depreciation and Replacement Cost 

ILLUSTRATION III 

Adjusted depreciation by years 

Average index: 

Plant investments : 
1/1/1 $5,000 S-year 

1/1/2 $1,100 4-year asset. ... 

1/1/3 $1,625 3-year asset. . . 

1/1/4 $2,500 2-year asset... 

1/1/5 $4,250 1-year asset... 

Final depreciation deduction—$9 ,500X200/190........ 

are simulated by converting the annual 
totals into equivalent lump-sum amounts 
at the respective mid-year points. For the 
fifth year this involves reinvesting a sum 
equal to the total depreciation taken at 
the mid-year price level for an average of 
one-half year. It can readily be seen how 
much easier it is to assume, for analytical 
purposes, that benefits are received in 
single amounts at the end of each year. 
Depreciation on the initial investment of 
$5,000 totals $7,500 under the above more 
realistic assumption with respect to reve- 
nue receipts. This example suggests the 
possible use of an average price level over 
a span of years in historical studies that 
attempt to measure possible deficiencies in 
unadjusted depreciation data. 

Illustration IV shows that adjusted de- 
preciation is adequate when the price 

110 130 150 170 190 
Yr. #1 Yr. #2 Yr. $3 Yr. #4 Yr. $5 

$1,100 $1,300 $1,500 $1,700 $ 1,900 

$1,100 325 375 425 475 

$1,625 625 708 792 

$2,500 $1,417 1,583 

level doubles in an irregular manner over 
the five-year period. 

Illustration V proves that adjusted de- 
preciation provides the proper deductions 
for the maintenance of capital when the 
price level rises for several years and then 
drops sharply during the fifth year. 

Illustration VI shows that it is only a 
convenience to assume that all assets are 
retired at the end of the fifth year. In this 
case it is assumed that a five-year asset is 
bought each year. At the end of any year 
the sum of the depreciation just taken plus 
the unexpired plant capital, adjusted to 
the prevailing price level, is equal to the 
initial capital investment of $5,000 on an 
adjusted basis. The tabulation brings the 
picture to the end of the fifth year, con- 
cluding with the familiar total of $10,000 
when the price level is at 200. 

ILLUSTRATION IV 

Adjusted depreciation by years 

Plant investments: 
1/1/1 $5,000 5-year asset... 

1/1/3 $1,500 3-year asset... 

1/1/4 $2,667 2-year asset... 

1/1/5 $4,250 1-year asset...... 

Revenue deduction at end of fifth year... 

110 120° 160 170 200 
Yr. #1 Yr. #2 Yr.#3  Yr.$4 Yr. #5 

$1,100 $1,200 $1,600 $1,700 $ 2,000 

$1,100 300 400 425 500 

$1,500 667 708 833 
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ILLUSTRATION V 

Adjusted depreciation by years 

Year-end index: 120 140 160 180 
Yr. #2 Yr. #3 Yr. #4 

Plant investments: 
1/1/1 $5,000 5-year asset $1,400 $1,800 

1/1/2 $1,200 4-year asset. . 

1/1/4 $2,667 2-year asset 

1/1/5 $4,500 1-year asset 

Revenue deduction at final retirement date 

ILLUSTRATION VI 

Adjusted depreciation by years 

Year-end index: 120 140 160 180 
Yr. $2 Yr. #3 Yr. #4 

Initial plant investment: 
1/1/1 $5,000 5-year asset $1,400 $1,600 $1,800 

Subsequent plant investments that would be required to 
maintain initia! investment: 

1/1/2 $1,200 5-year asset 

1/1/3 $1,680 5-year asset 

1/1/4 $2,304 5-year asset 

1/1/5 $3,111 5-year asset 

Fifth year depreciation $ 4,147 
Adjusted net plant balances on 12/31/5: 

1/1/2 asset-—$240 X 200/120 
1/1/3 asset-—$672 X 200/140 
1/1/4 asset-—$1 ,382 <x 200/160 
1/1/5 asset-—$2,489 200/180 

ILLUSTRATION VII 

Adjusted depreciation by years 

Year-end index: 120 100 90 80 
Yr. $3 Yr. $4 

Plant investments: 
1/1/1 $5,000 5-year asset $ 800 

1/1/2 $1,200 4-year asset 

1/1/3 $1,250 3-year asset 

1/1/4 $1,500 2-year asset 

1/1/5 $2,000 1-year asset 

Revenue deduction in last year—equivalent to initial capital investment 
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Price-Level Depreciation and Replacement Cost $3 

Adjusted Depreciation in a Recession 

One of the important aspects of ad- 
justed depreciation is its possible applica- 
tion during a recession or depression. In a 
time of falling prices fewer dollars would 

be needed to maintain plant capital, and 
consequently the adjustment of deprecia- 
tion would lessen the decline in reported 
profits. Adjusted depreciation, when con- 
sistently applied at the reduced price 
levels, would still provide charges equal to 
the cost of replacing expired plant capital. 
In recent years tremendous amounts of 
plant investment have been made at un- 
precedented price levels—a sizeable por- 
tion of which, if a sharp fall in business 
activity should occur, might need either 
to be written down substantially or ad- 
justed as to depreciation costs and balance- 
sheet values in terms of lower price levels. 
Illustration VII indicates how deprecia- 
tion would be reduced year by year in a 
systematic and consistent manner on the 
basis of an objectively determined price 
index. A starting point of 100 is assumed, 
as in the above examples, and after a rise 
to 120 in the first year the price level 
steadily drops to 70. Here the deprecia- 
tion charges in the last two years are quite 
modest when compared with those in prior 
illustrations. Nevertheless, they are theo- 
retically sound in that the amounts are 
sufficient to maintain capital. It is possible 
that adjusted depreciation might favor- 
ably influence some managements to ac- 
quire more plant at low price levels and 
less at peak price levels. 

In the 1930’s the reduction of annual 
depreciation was widely effected, fre- 
quently in a drastic and haphazard fash- 
ion, by writing down plant assets. These 
properties were then left on the reduced 
depreciation basis for succeeding years, 
during which property values and prices 
in general not only recovered but rose ma- 
terially above any level previously experi- 
enced. When our last depression-period 

experience is reconsidered, it is not un- 
realistic to argue that the preservation of 
systematic and comparable depreciation 
during and after any future depression 
period would depend upon some form of 
price-level adjustment. The recurrence of 
another wave of plant write-downs would 
be a step backwards in the general ac- 
counting for plant investment. 

Price-Level Adjustments and the Balance 
Sheet 

Price-level adjustment of income ac- 
counts alone is not in disagreement with 
the current emphasis upon reported in- 
come for the year. Income determination, 
however, is not really complete when the 
figure of net income has been obtained; the 
real objective of income determination is 
the rate of return on investment. That is, 
it is much more significant that a company 
has been earning 15% on its capital than 
that it has earned an average annual 
amount of a million dollars or $7.22 per 
share in recent years. Determining the rate 
of income calls for the price-level adjust- 
ment of plant and other asset accounts, 
a step that can be appended to the annual 
depreciation adjustments. 

In years of rising prices the additional 
depreciation due to the price-level factor 
is credited to a “capital adjustment” ac- 
count, and the depreciation based on origi- 
nal cost is credited to the allowance or re- 
serve for depreciation. For the first year of 
Illustration I above the depreciation 
entry along these lines would be as follows: 

1,200 

1,000 

200 

For the purpose of disclosing the amount 
of depreciation based upon price-level ad- 
justments, the capital credit is designated 
“absorbed” plant inflation cost. The ac- 
count reflects the cumulative total of 
price-level adjustments to date in connec- 
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tion with the determination of deprecia- 
tion on plant assets. For Illustration I the 
depreciation entries for the five years may 
be summarized as follows: 

Depreciation Allowance for 
cost depreciation 
Dr. Cr. 

Absorbed 
inflation 

Cr. 
Year 

Ne 

$ 200 
400 

Price-level adjustments of the balance 
sheet may be added, if desired, to the ac- 

counts as adjusted to this point by the de- 
preciation entries. They are similar to ap- 
praisal entries, in that the original plant 
cost and the allowance for accumulated 
depreciation are adjusted to the current 
price level, with the difference reflected as 
a capital adjustment. In this case, how- 
ever, the capital adjustment is an “un- 
absorbed” amount, in the sense that it has 

not been deducted in determining net in- 
come or retained earnings. This unab- 
sorbed capital-adjustment account is tem- 
porary in nature; as it is based upon un- 
expired plant capital, it ends up with a 
zero balance when the related plant assets 
are retired. The amount by which this 
particular capital-adjustment account is 
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debited or credited is determined resid). 
ally in the process of adjusting the plant 
and related account for accrued deprecia. 
tion at the end of each year. 

The process of adjusting the balance. 
sheet accounts is tabulated below for Illus 
tration I. The required plant balances jp 
the columns to the left provide the basis 

for the annual adjustments shown in the 
columns on the right. 

Annual Adjustments 

Allowance 
for depr. 

Cr. 

Plant 
cost 

Unabsorbed 
plant inflation 

Cr. (Dr.) 

1 
1 
1 
1 
1 

$5 | 
The adjustment for the first year can be 
explained as follows. At the end of the first 
year the plant investment on an unaé- 
justed basis would appear as $5,000 origi- 
nal cost less $1,000 depreciation to date. 
When adjusted to the price level of 120, 
these amounts would be converted to 
$6,000 original cost less $1,200 deprecia- 
tion. Since the cost entry above recognized 
$1,000 of the depreciation, only $200 
would be added at this point, and the net 
write-up of $800 would be credited t 
“Capital adjustment-——unabsorbed plant 
inflation.”” This temporary capital balance 
is eventually either absorbed as deprecia- 
tion cost or erased by price-level declines. 
Such a result can be verified by applying 
these adjustments to a variety of price 
level situations. 
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REPLYING TO “A FURTHER NOTE” ON JOINT 
COST ANALYSIS 

ArtHur N. Loric 

Professor, University of Washington 

COUNTING REviEw, Gerald H. Law- 

son again labels as inaccurate certain 
aspects of my proposal that joint cost 
analysis may, under certain conditions, be 
of aid to management. A rebuttal is in 
order. 

First, he again challenges the assump- 
tion of equal profitability of the various 
dollars invested in a joint product under- 
taking. Frankly, I (and others with whom 
I have consulted) find it difficult to un- 
earth the meaning of his comments on this 

point. But is not investing in joint product 
production quite comparable to investing 
in a joint venture?! If X invested $20 and 
Y $40 in such a venture and a profit re- 

sulted, is it possible to assume that X’s 
dollars earned a rate of profit different 
from that earned by Y’s?* Or that some of 
X’s dollars earned more or less than the 
rest of his investment? Such assumptions 
would lack common sense. 

As to Mr. Lawson’s comment that my 
second illustration refutes the suggestion 
that each dollar is equally profitable, I call 
attention to the answer I already gave to 
that claim in my “Reply” on page 593 of 
the October, 1956, issue of THz Account- 

ING Review. That second illustration was 
revealed as one not properly regarded as a 
joint product situation. This was also 
pointed out in my original article. 

Mr. Lawson states that his objections 

I’ the July, 1957, issue of THe Ac- 

1In both, there is a joint investment with two or 
more “interests’’ merged together and yet a need for 
apportioning gains between the several “‘interests.”* 

*One or more of the venturers might be paid or 
credited for special service, such as devoting more time 
to"the operation, or for special ability or knowledge; 
but that should ‘not affect the relative earnings ascribed 
to the various dollars invested. 

are “to accounting techniques, generally, 
which attempt to arrive at an individual 
cost and profit for each of a series of joint 
products.” Nevertheless, such costing and 
eventual profit determination are neces- 
sary where joint products are carried in 
year-end inventories in quantities not pro- 
portional to their production. But that is 
not a concern of my proposal anyway. My 
claim is that the technique can be used to dis- 
close whether or not a joint cost situation 
actually exists. When the calculation shows 
a “loss’’ for one product, then the situation 
is mot one that should be regarded as in- 
volving joint products, for more profit 
could result by devoting the same amount 
of investment to processing only the item 
not showing a “loss.” 

Quoting further from Mr. Lawson’s 
article, he states: “The essence of my argu- 
ment in this respect is that once joint proc- 
essing has been undertaken, any product 
which will produce sales revenue in excess 
of separate processing costs should be sub- 
jected to further processing.” This, he 
claims, is what I have not understood; but 
I am afraid, on the contrary, that it is he 
who has failed to understand my conten- 
tion. Would he have us believe that if a 
producer of pig iron could use the slag to 
manufacture cement at (say) a net gain of 
1/10¢ a barrel, he would logically do so 
even if he could make much more profit by 
putting that same amount of additional 
investment to work producing more pig 
iron? Or that the many small lumber mills 
up and down the Pacific Coast, fouling the 
air with their burning of sawdust, should 
install plants to produce ‘“Presto-Logs” 
from the sawdust if such logs could be sold 
at a small profit, even though that same 
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capital could be more profitably invested 
in expansion of the lumber mill or the 
forest properties? 

After puzzling considerably over his 
article, I am forced to conclude that Mr. 
Lawson is deliberately attacking a pro- 
cedure without regard to a new use being 
proposed for it. I do not state anywhere 
that joint cost accounting procedure pro- 
duces accurate costs. I do state, however, 

that if one of two possible joint products 
can absorb all the so-called joint costs and 
still provide more profit with a giver 
limited investment than can be had 
processing both products, then (othe 
things being equal) a sensible busines 
man will produce only the one product, 
And the procedure outlined in my orig. 
inal article has the merit of disclosing such 
a possible situation. 
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LEGAL CONCEPTS OF THE CORPORATION 

RosBert T. SPROUSE 

Assistant Professor, University of California, Berkeley 

accepted accounting practices have 
been influenced to a considerable 

extent by the law. The widespread prac- 
tice of accounting separately for “stated 
capital” and “paid-in surplus,” unique 
legal concepts, is one of many examples of 
this influence. It is important, therefore, 
that in the evaluation of proposed account- 
ing procedures accountants be aware of the 
status of the law. 
References are frequently made in the 

accounting literature to the legal view of 
the corporation’ as though there was a 
single clearly defined concept unanimously 
recognized and utilized as the basis for 
legal analyses. Recently, I conducted a 
comprehensive survey of the legal litera- 
ture to determine the extent to which those 
in the field of law have accepted the con- 
cept of the corporation as a legal entity 
which has an independent existence quite 
separate and distinct from its officers and 
stockholders and the extent to which other 
concepts have been advocated. Because 
the significance of a legal concept ulti- 
mately depends upon its application in 
arriving at judicial decisions, the survey 

1 See, for example: “... it should be emphasized 
that the law views the corporation as an entity, sepa- 
rate and distinct from its members.’”’ William A. Paton, 
Essentials of Accounting (rev. ed.; New York: The Mac- 
millan Company, 1949), pp. 4-5; “ . . . an ordinary cor- 
poration is considered at law to be an artificial person 
separate from its stockholders, ...”’ Donald H. Mac- 
kenzie, The Fundamentals of Accounting (rev. ed.; New 
York: The Macmillan Company, 1956), p. 487; “In the 
eyes of the law . . . the corporation is a separate | 
entity—entirely distinct from the stockholders who 
make it up.’’ Perry Mason and Sidney Davidson, 
Fundamentals of Accounting (3rd ed., Brooklyn: The 
Foundation Press, Inc., 1953), p. 7, “‘The term ‘legal 
entity’ is a phrase used to describe the situation where 
a business enterprise is viewed by the law as being sepa- 
rate and distinct from the owners thereof, and having a 
personality created either by statute or court decision.” 
George Hillis Newlove and S. Paul Garner, Advanced 
Accounting, Vol. I (Boston: D. C. Heath and Company, 
1951), p. £3, 

analyses and generally included the examination of cases where 
the court’s concept of the corporation was 
a material factor in arriving at its decision. 
The results of the survey suggest that con- 
siderable caution is warranted in the evalu- 
ation of the acceptability of accounting 
procedures which hinge upon a particular 
legal interpretation. Specifically, the re- 
sults of the survey suggest that the ac- 
ceptability of accounting analyses cannot 
with confidence be based entirely upon a 
particular legal concept of the corporation. 
This article is a report of that survey. 

Unwarranted significance is often at- 
tributed to the term “legal entity.’’ The 
legal aspect of the process of incorporation 
is one of complying with certain specified 
requirements contained in the statutes of 
the state in which incorporation is desired. 
Typically, a major requirement is the filing 
of articles of incorporation by the incorpo- 
rators with the secretary of the state. The 
articles of incorporation describe the cor- 
poration to be formed—its name, its pur- 
pose, its location, a detailed description of 
the shares of stock to be authorized, and 
other prescribed information. If the arti- 
cles are found to be in conformity with the 
statutory requirements, the secretary of 
the state of incorporation then issues a 
“certificate of incorporation” and the 
corporate existence legally begins. In law, 
“legal entity’ is defined as legal existence.’ 
Clearly, the corporation has a legal exist- 
ence upon the issuance of the certificate of 
incorporation.* 

2 Black’s Law Dictionary, 4th ed. See also De 
ment of Banking v. He e al., 286 NW 281 (1939). 

7A tion w! has been duly formed in con- 
formity with the statutes of the state of incorporation 
is said to be a de jure corporation. Under certain cir- 

a corporation not so formed may have 
recognition and is said to be a de facto corporation, 

, for certain a corporation may be deemed 
to exist by est . The legal entity of a de jure cor- 
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The significance of the establishment of 
legal entity lies in the powers bestowed by 
the state statutes upon the duly organized 
corporation. In the interests of justice, 
however, the courts have found it neces- 

sary to look beyond the mere fact of legal 
entity and to render decisions conditioned, 
at least in part, by underlying concepts of 
the corporate form of organization. Thus, 
discussions and controversies concerning 
the underlying nature of the corporation 
have developed and may be found in abun- 
dance in legal literature and judicial de- 
cisiohs. 

The most popularly advocated concepts 
are, one, that the legal entity is an inde- 
pendent existence quite distinct and sepa- 
rate from its officers and stockholders and, 
two, that the legal entity is merely a con- 
venient arrangement for dealing with the 
association of individuals actually compos- 
ing the corporation. A more detailed dis- 
cussion of these concepts, as found in law, 

follows. 

There are two other concepts found in 
the legal literature which also merit con- 
sideration. These are the suggestions that 
“corporation” merely refers to a particular 
set of legal relations and, secondly, that 
the corporation is basically an economic 
institution rather than a legal body. 

CONCEPT OF SEPARATE AND 

DISTINCT ENTITY 

Clearly, the corporation concept most 
frequently expressed in judicial decisions 
is that the corporation is a legal entity 
separate and distinct from the corpora- 
tion officers and stockholders. It cannot be 
said with equal confidence, however, that 
this is the predominant view among 
authors of treatises on corporation law or 
writers of articles appearing in legal peri- 
odicals. And, among those who regard the 
corporation as a separate entity, there is 

poration is clear. The legal entity of a de facte corpora- 
tion or corporation by estoppel is a matter for determi- 
nation by the courts, 
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considerable disagreement as to whethe 
the entity is created by the state or merely 
recognized by the state and whether the 
entity is a fiction or is a reality. Becaug 
the courts are usually silent as to theg 
finer points the practical legal significance 
of these differences is not easy to assegs, 
Such distinctions are, however, the basis of 
a vast amount of discussion in articles and 
books dealing with corporation law. 

There are three different theories of the 
separate and distinct legal entity: the “fic. 
tion theory,” the “‘concession theory,”’ and 
the “realistic theory.” 

The theory of the fictitious legal person 
apparently originated with Pope Innocent 
IV in the thirteenth century. The doctrine 
was stated as the reason why corporate 
bodies or universitas could not be punished 
or excommunicated—they had neither a 
soul nor a body and had being only in ab. 
stracto.* A leading proponent of this vier 
was the German law scholar, Savigny, who 
wrote in the early nineteenth century and 
adopted this theory based on his study of 
early Romen law.® The essence of the so 
called fiction theory is that when a corpo 
ration is formed an artificial or fictitious 
person or personality is created which is 
separate and distinct at law from the 
natural persons whose interests it em 
braces. 

A closely related theory emphasizes 
that a corporation cannot arise out of 4 
mere agreement between the members but 
can exist only as a creature of the state, 
the result of the gift of the franchise by the 
state. The franchise being in the nature of 
a concession from the sovereign, this has 
been referred to as the ‘“‘concession theory” 

“sovereign theory.” 
While often confused with the fiction 

theory, the concession theory had a differ- 

the Savign Personality: A 
Study in Jurisprudence (London: Oxford University 
Press, 1930), Pt. I, chap. 1. 
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ent origin. It is essentially a product of the 
rise of the national state at a time when 
religious congregations and guilds were 
rivals of the claim of the national state to 

complete sovereignty. The restricting of 
capacity to act as a corporation only to 
those bodies having positive authoriza- 

tion represented a check on the tendency 
of group action to undermine the liberty 
of the individual by unfair practices or to 
rival the political power of the state.® 

In summarizing the differences between 
corporations and partnerships, joint stock 
companies and business trusts, Wormser 
says: 

If there is one element more than any other 
which stands out glaringly it is that the underly- 
ing characteristic of all corporations is the cor- 
porate “franchise” granted by the sovereign. It 
is this franchise which confers artificial legal 
personality, immunity from individual liability 

and responsibility on the part of the stockholders, 
and continuous, even perpetual, succession. The 
franchise which grants these valuable privileges 
and immunities necessarily involves the assump- 
tion of corollary duties and obligations to the 
sovereign. The legal vassal created by the sov- 
ereign owes obligations of fealty and utmost good 
faith to its creator.’ 

The concession theory has also been ex- 
pounded in judicial decisions. For example, 
in a United States Supreme Court case, on 
the grounds that the corporation might be 
incriminated, an individual who was an 
officer oi a corporation refused to produce 
docume=tary evidence, consisting of corre- 
spondence, records and accounts of the 
corporation, which had been subpoenaed 
by a grand jury. Associate Justice Henry 
Billings Brown delivered the opinion of the 
court: 

. the corporation is a creature of the State. 
It is presumed to be incorporated for the benefit 
of the public. It receives certain special privileges 

* Dewey, op. fy og 152-159, and Robert S. Stevens, 
Handbook on the Private Corporations (2d ed.; 
St. Paul: West Publi Co., 1949), pp. 6-8. 

#1. Wormser, Fra tein, Incorporated (New 
M4 McGraw-Hill Book Company, Inc., 1931), pp. 
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and franchises, and holds them subject to the 
laws of the State and the limitations of its charter. 
Its powers are limited by law. It can make no 
contract not authorized by its charter. Its rights 
to act as a corporation are only preserved to it so 
long as it obeys the laws of its creation. There is a 
reserved right in the legislature to investigate its 
contracts and find out whether it has exceeded 
its powers. It would be a strange anomaly to hold 
that a state, having chartered a corporation to 
make use of certain franchises, could not in the 
exercise of its sovereignty inquire how these 
franchises have been employed, and whether they 
had been abused, and demand the production of 
the corporate books and papers for that purpose.* 

A third group agrees that the corporate 
entity is separate and distinct from the 
corporation stockholders and officers but 
further insists that it is not artificial, but 
natural, not fictitious, but real. It is main- 
tained that the corporation has a will of 
its own and a volition identifiable from the 
individual volitions of the stockholders. 
It is believed that the real entity comes 
into existence when the group comes into 
existence, and it does not depend upon the 
state to create it even though its legal 
status must necessarily depend upon rec- 
ognition by the state. 

The leading proponent of this view was 
another German scholar of the law, Otto 
von Gierke, who lived near the end of the 
nineteenth century.’ A number of English 
and American writers have supported the 
reality doctrine, however, and the courts 
have found some occasion to express it. 

An example of judicial expression is a 
1943 case before the Supreme Court of 
Minnesota. The Minnesota Tribune com- 
pany published the Minneapolis Morning 
Tribune and other newspapers. In 1941, 
this company transferred all of its assets to 
the Star-Journal Company, another news- 
paper publishing firm, and the actual 
printing of the Minneapolis Morning Trib- 
une was transferred to the Star-Journal 

Hale v. Henkel 201 US 
Otto Friedrich von am, 

bridge: University Press, 1900). 

|_| 

ether 
erely 

T the 
ause 

these 

ance 

Sis of 

3 and 

f the 
“Fir, 

and 

>TSON 

cent 

rine 

shed 

er a 

iew 
who 

and 

y of 

> 

Tpo- 

ious 

h is 

the | 

em- 

1Z€S 

of a 

but 

ate, 

the 

e of 

has 
ry” 

1er- 

8 the 
159, 

ity 



40 

building. Two Minnesota Tribune Com- 
pany employees, whose employments were 
transferred to the Star-Journal Company 
without any loss of work, brought suit 
against the Minnesota Tribune Company 
for severance pay on the grounds that the 
sale of its newspaper assets constituted a 
dismissal. The defendant Minneapolis 
Tribune Company continued in existence 
as the holder of one-third of the stock of 
the Star-Journal Company and claimed 
severance had not been effected. 

The court, in deciding in favor of the 
plaintiffs, the two employees, said: 

Defendant’s position becomes untenable when 
we consider that it and the new Star-Journal and 
Tribune Company are distinct and separate 
entities. The nature of a corporation is such that 
it is an entity separate and distinct from the body 
of its stockholders. . . . It is not a fiction of the 
law but a real legal unit possessing individuality 
and endowed by the law with many of the attri- 
butes of persons. . . . The transfer of interest was 
as complete and effective as it would have been 
if the Tribune Company had received no stock 
in the Star-Journal Company.’® 

These three theories—the fiction theory, 
the concession theory, and the reality 
theory—may be considered together be- 
cause they are in agreement as to the 
separate and distinct nature of the legal 
entity. As indicated earlier, there is much 
discussion in the literature based on the 
differences between these three theories. 
It is felt by some, however, that whether 

the legal entity is fictitious or real, or is 
created by the state or merely recognized 
by the state, is relatively insignificant. As 
Wormser says, 

Practical minds generally have refused to 
enter into any discussion of whether the incor- 
poreal person is a fiction or a reality. They regard 

this as just as foolish as discussing whether a 
jackass located midway between two bundles of 
hay will turn to one or the other, or as profitless as 
the medieval discussion of how many angels 
could dance on the point of a needle." 

© Matthews et al. v. Minnesota Tribune Co., 10 NW 
(2d) 232 (1943). 

Wormser, op. cit., p. 60. 

The Accounting Review 

And John Chipman Gray said: 

Whether a corporation is a fictitious entity, 
or whether it is a real entity with no real will, o 
whether, according to Gierke’s theory, it is a real 
entity with a real will, seems to be a matter of no 
practical importance or interest. On each theory 
the duties imposed by the state are the same and 
the persons on whose actual wills those duties are 
enforced are the same.’* 

In support of this view, shared by 
Wormser and Gray, it may be noted that 
the judicial decisions from which the pre- 
ceding citations were excerpted were 
probably not dependent upon the real or 
fictitious nature of the corporation. The 
notion of separate and distinct corporate 
entity, however, is a concept of consider. 
able practical importance. This may be 
demonstrated without further considera 
tion of the fiction, concession, or reality 
which might be involved. There are a large 
number of judicial decisions in which this 
concept has been expressly adopted. Only 
three of these are noted here as samples of 
the extreme circumstances in which this 
concept of the corporation has been up- 
held. 

In the state of Virginia some land, the 
deed to which contained a covenant to the 
effect that the title to the land was never 
to be vested in a Negro or Negroes, was 
purchased by a corporation whose capital 
stock was held exclusively by Negroes, 
The purchase was for the express purpose 
of converting the property into an amuse 
ment park for Negroes. An individual 
brought suit to have the covenant enforced 
and the conveyance to the corporation 
canceled. The Virginia Supreme Court of 
Appeals, in 1908, in holding in favor of the 
corporation, cited Cook’s concept: “A 
corporation is an artificial person, like the 
state. It is a distinct existence—an exist 
ence separate from that of its stockholders 

12 John Chipman Gray, The Nature and Sources of the 
Law (2d ed.; New York: The Macmillan Company, 
1927), p. 55. 
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and directors.”"* The court found that be- 

cause “a corporation is a person which 

exists in contemplation of law only, and 
not physically” the sale of the land to the 

corporation was not a sale to a Negro or 
Negroes." 
A case not unlike the Virginia case arose 

in England after the outbreak of the 
First World War. A company which was 
incorporated in England but the capital 
stock of which was held, all but one share, 
by German subjects residing in Germany 

and the directors of which were also 
German residents and citizens, sued to 

enforce payment of a debt. The defendant 
admitted the debt but resisted payment 
on the grounds that inasmuch as it was 
unlawful to have commercial intercourse 

with alien enemies, payment to the corpo- 
ration was illegal. Lord Reading, speaking 

for the court, said: 

The fallacy of the appellants’ contention lies in 
the suggestion that the entity created by statute 
is or can be treated during the war as a mere form 
or technicality by reason of the enemy character 
of its shareholders and directors. A company 
formed and registered under the Companies Acts 
has a real existence with rights and liabilities as a 
separate legal entity. It is a different person alto- 
gether from the subscribers to the memorandum 
or the shareholders on the register. . . . Once it is 
validly constituted as an English company it is an 

artificial creation of the Legislature and it retains 
its existence for all intents and purposes. It is a 
living thing with a separate existence which can- 
not be swept aside as a technicality. It is not a 
mere name or mark or cloak or device to conceal 
the identity of persons... .It is a legal body 
clothed with the form prescribed by the Legisla- 
ture," 

Even more recently, in 1933, the follow- 

ing circumstances were brought before the 
Supreme Court of Massachusetts: A con- 
tract between a corporation and a labor 

¥ William W. Cooke, A Treatise on the Law of Corpo- 
rations Having a Capital Stock (8th ed.; New York: 
Baker, Voorhis & Co., 1923), I, 2. 

4 People’s Pleasure Park Co., Inc. et al. v. Rohleder, 
61 SE 794 (1908). 

Continental Tyre and Rubber Co., Lid. v. Daimler 
Co, 1 KB 903-904 (1915). 
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union provided that the corporation 
should employ union members only. Some 
time later, because it was thought the 
union was allowing other employers to pay 
lower wages, a new corporation was organ- 
ized to carry on the business as an open 
shop, free of the obligations under the 
union contract. The same officers and 
shareholders held the same offices and 
number of shares in the new corporation 
as they had held in the old. The first corpo- 
ration sold its property to the second cor- 
poration; the first corporation relinquished 
its lease and the second corporation took a 
new lease on the same premises; the first 
corporation discharged its employees and 
the second corporation employed a force of 
nonunion men. The union sued the two 
corporations to enjoin violation of their 
contract but the court held in favor of the 
corporations, saying: 

The motive of the officers, directors and stock- 
holders of the old corporation, as individuals, 
that is, the desire of these incorporators of the 
new corporation to secure through the instru- 
mentality of a corporation authority to do busi- 
ness exactly like the business done by the old 
corporation without the burden of the commer- 
cial agreement as to the employment of union 
labor, cannot be regarded as fraudulent in fact or 
in law. Corporations, like individual stockholders, 
are distinct entities; neither can be treated as 
agents of the other when openly contracting for 
themselves and in their own names. ... In the 
absence of a fraudulent purpose in the organiza- 
tion of a corporation, it is settled law in this Com- 
monwealth that the ownership of all the stock and 
the absolute control of the affairs of a corporation 
do not make that corporation and that individual 
owner identical. Nor do such ownership and con- 
trol make the property of the corporation subject 
to the payment of the stockholders’ debts,” nor 
subject the corporation to liability upon contracts 
which it has neither executed nor assumed.”* 

ASSOCIATION OF INDIVIDUALS 
CONCEPT 

Throughout the long history of corpo- 
ration law the view has also persisted that 

sas” v. Old South Engraving Co., 186 NE 604-605 
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corporations are merely associations of 
individuals united for a common purpose 
and permitted by law to use a common 
name. For convenience, the corporation 
may be considered a “legal entity” or 
“legal person” but this convenient desig- 
nation is not meant to obscure the fact 
that the corporation itself is the associa- 
tion of individuals interested in it as 
stockholders. 

This concept of the nature of the corpo- 
ration has been expressed by many noted 
scholars in the field of corporation law. It 
can best be explained in the words of those 
who advocate it. Among the first to record 
this view was Kyd, who did so in 1793 in 
the following fashion: 

A corporation then, or a body politic, or body 
incorporate, is a collection of many individuals, 
united into one body, under a special denomina- 

tion, having perpetual succession under an arti- 
ficial form, and vested, by the policy of the law, 
with the capacity of acting, in several respects, as 

an individual, particularly of taking and granting 
property, of contracting obligations, and of suing 
and being sued, of enjoying privileges and im- 
munities in common, and of exercising a variety 
of political rights, more or less extensive, accord- 

ing to the design of its institution, or the powers 
conferred upon it, either at the time of its crea- 
tion, or at any subsequent period of its existence.!” 

About a century later, in 1886, Mora- 

wetz subscribed to this concept by writing: 

A legally constituted corporation is ordinarily 
treated at law, as well as in the transaction of 
ordinary business, as a distinct entity or person, 

without regard to its membership. In most cases 
this is a just as well as convenient means of work- 
ing out the rights of the real persons interested; 
however, it is essential to a clear understanding of 
many important branches of the law of corpora- 
tions to bear in mind distinctly, that the existence 
of a corporation independently of its stockholders 
is a fiction; and that the rights and duties of an 
incorporated association are in reality the rights 
and duties of the persons who compose it, and not 
of an imaginary being.”* 

17 Stewart Kyd, A Treatise on the Law of Corporations 
(London: J. Butterworth, Fleet Street, 1793), p. 13. 

18 Victor Morawetz, A Treatise on the Law of Private 
Corporations (2d ed.; Boston: Little, Brown, and Com- 
pany, 1886), I, 3. 

The Accounting Review 

The statement that a corporation is an artificial 
person, or entity, apart from its members, is 
merely a description, in figurative language, of a 
corporation viewed as a collective body: a cor. 
poration is really an association of persons, and no 
judicial dictum or legislative enactment can alter 
this fact.'* 

In an article first published in the 
Columbia Law Review in 1909, and later 

included in a collection of his essays which 
was published in 1923, Hohfeld stated: 

When all is said and done, a corporation is just 
an association of natural persons conducting busi- 
ness under legal forms, methods, and procedure 
that are sus generis. The only conduct of which 
the state can take notice by its laws must spring 
from natural persons—it cannot be derived from 
any abstraction called the “corporate entity.” 
To be sure, the conduct of those individuals will 
be different when they are cooperating in their 
collective or corporate projects than when they 

are acting independently of one another—in a 
word, the “psychical realities” will be different; 
but ultimately the responsibility for all conduct 
and likewise the enjoyment of all benefits must 

be traced to those who are capable of it, that is, 
to real or natural persons. When, therefore, in 
accordance with the customary terminology, we 
speak of the corporation, as such, as contracting 
in the corporate name, as acquiring, holding, and 
transferring property, and suing and being sued, 
and when we speak of stockholders as mere claim- 
ants against the corporation, holding stock which 
is a species of personal property—and so on in- 
definitely—we are merely employing a short and 
convenient mode of describing the complex and 
peculiar process by which the benefits and burdens 

of the corporate members are worked out.?° 

More recently, in 1949, Stevens pre- 
sented a strong case for the association of 
individuals concept and advocated a 
common basis of analysis for the problem 
of unincorporated as well as incorporated 
associations. 

The banishment of the medieval conception of 
a corporation as a fictitious nonphysical person 
and the admission that corporate personality is 

~ 19 Tbid., p. 221. 
2 Wesley N. Hohfeld, Fundamental Legal Conceptions 

as A pplied im Judicial Reasoning and Other Legal Essays, 
ed. by Walter Wheeler Cook (New Haven: Yale Univ 
versity Press, 1923), pp. 198-200. 
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attributed to the shareholder would be accom- 
ied by a more general recognition that indi- 

viduals other than corporate shareholders have 

dual legal personalities.” 

The more realistic view, that a corporation is 

but a group of individuals associated under legal 
sanction, eliminates the difficulties arising from 
the alleged difference between the physical char- 

acteristics of an individual and the nonphysical 
character of a corporation.” 

This concept of the corporation as an 
association of individuals has likewise been 
prominent in judicial decisions. A few 
illustrations of its application in practice 
follow. 

In 1874, the Baltimore and Potomac 

Railroad Company constructed an engine 
house and machine shop in Washington, 
D.C., within a few feet of the building of 
the Fifth Baptist Church, a private corpo- 
ration. Among other things, sixteen engine 
house smokestacks were constructed lower 
in height than the windows of the main 
room of the church. The noise, smoke, 
cinders, dust, and offensive odor greatly 

annoyed and gradually diminished the 
congregation, so the corporation, the 
Fifth Baptist Church, sued the railroad 
for damages. In its charge to the jury, the 
trial court stated: “‘The suit is brought by 
a congregation duly incorporated and they 
have brought an action to recover damages 
for their inconvenience and discomfort in 
consequence of the acts of the defendant. 
It is the personal discomfort more than 
anything else which is to be considered in 
regard to the assessment of damages.’™ 
The defendant urged, on the other hand, 
that the jury be instructed that “the plain- 
tiff could not recover, being a corporation, 
for any inconvenience which members of 
the congregation assembled in its church 
might suffer from the noise and offensive 

odors occasioned by the defendant’s en- 

cit., p. 45. 

* Baltimore and Potomac Railroad Company v. Fifth 
Baptist Church, 108 US 323 (1883). 
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gines and shops.’™ The trial court refused 
to give such instructions and the jury 
found for the plaintiff. The judgment was 
appealed and ultimately affirmed by the 
United States Supreme Court in 1883. 
Associate Justice Stephen J. Field de- 
livered the opinion which was, in part, as 
follows: 

The right of the plaintiff to recover for the an- 
noyance and discomfort to its members in the use 
of its property, and the liability of the defendant 
to respond in damages for causing them, are not 

affected by their corporate character. Private 
corporations are but associations of individuals 
united for some common purpose, and permitted 
by law to use a common name, and to change its 
members without a dissolution of the association. 
Whatever interferes with the comfortable use of 
their property, for the purposes of their formation, 
is as much the subject of complaint as though the 
members were united by some other than a 
corporate tie.?5 

In a case decided by the Supreme Court 
of Ohio in 1900, a stockholder of the 
Cincinnati Volksblatt Company requested 
permission to inspect its books and rec- 
ords. The request was refused on the 
grounds that the request was not in good 
faith. The stockholder then brought suit 
against the corporation. Judge William 
T. Spear, in reciting the opinion in favor 
of the stockholder, had this to say: 

... the rights of the plaintiff in this case are 
based upon a recognition of his standing as an in- 
tegral part of the corporation. The idea that the 
corporation is an entity distinct from the cor- 
porators who compose it, has been aptly charac- 
terized as “‘a nebulous fiction of thought.’”” Much 
learning has been indulged in and much space 
occupied by textwriters and others in an effort to 
differentiate the essential character of a corpora- 
tion from that of its stockholders, and great in- 
genuity has been displayed in the argument, but 
it has been in the main a fruitless metaphysical 

case, United Siates 0. 
pany, 137 US 169 (1890). 
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discussion. For the purpose of description and in 
defining corporate rights and obligations, and 
characterizing corporate action, the fiction that 
the corporation is an artificial person or entity, 
apart from its members, may be convenient and 

possibly useful, but in the opinion of the writer 
the argument favoring the essential separate en- 
tity of the corporation fails, and it is believed that 
the effort has resulted in misleading conceptions 
and in much confusion of thought upon the sub- 
ject. 

In 1931, the Metropolitan Holding 
Company, Inc., was organized by the di- 
rectors of the Vandeventer National Bank 
to purchase shares of the same Vande- 
venter National Bank which were then 
held by the financially unsound Vande- 
venter Securities Company. It was planned 
that this bank stock would be resold 
at a profit and the profit would be paid 
into the bank to restore its impaired capi- 
tal. In 1932, the Comptroller of the Cur- 
rency determined that it was necessary to 
enforce the statutory “double liability” 
of the stockholders of the Vandeventer 
National Bank and ordered an assessment 
to the extent of the par value of its out- 
standing shares. The Holding Company 
failed to pay the assessment on shares 
still held by it and proceedings were 
instituted for the collection of the assess- 
ment from the stockholders of the Hold- 
ing Company. In finding the stockholders 
of the Holding Company liable, the court 
stated: 

There has been a growing tendency upon the 
part of the courts to disregard corporate entity 
and to treat the stockholders thereof as an associ- 
ation of individuals when the interests of justice 
are to be served.”” 

THE CORPORATION AS A SET OF 

LEGAL RELATIONS 

The legal literature of the past thirty 
years reveals attempts by some writers to 

% The Cincinnati V olksblait Company v. Hoffmeister, 

elropoliian Holding Company v. Snyder, 79 Fed 
(2d) 266 (1935). 

The Accounting Renew 

establish a concept of the corporation mor 
in keeping with modern developments, 
In particular there is evident discontent 
arising from attempts of the courts to 
maintain the sanctity of the separate and 

distinct corporate entity only to find that 

the corporate entity must be disregarded 
if justice is to prevail. Terms such as 
“piercing the corporate veil” and “disre 
gard of the corporate entity” have become 
commonplace in judicial decisions and 
legal literature. It must be mentioned 
also, however, that some writers have 

argued that the separate and distinet 
nature of the corporate entity should be 
upheld and that disregard by the courts 
has been unnecessary.”® 

At least two new concepts have emerged, 
or are emerging as these modern develop 
ments in corporation law take place. Some 
writers and judges suggest that it is futile 
to attempt to personify the corporation— 
to look upon the corporation as some kind 
of legal person or entity. Whether it be 
real or fictitious, “corporation” should be 
accepted merely as a convenient term in- 
dicating a given set of legal relations. 
Whether it is a “corporation sole” a 
“corporation aggregate,” an “association 
of individuals,” or a “separate and dis 
tinct legal entity” is not relevant—the act 
of incorporation endows the business en- 
terprise with certain immunities and privi- 
leges prescribed by statute and common 
law. 

A second group of writers advocate the 
recognition of the “economic entity” 
rather than the “legal entity.” The eco 
nomic entity theory has been discussed and 
illustrated particularly in connection with 
problems arising from the parent-sub 
sidiary relationship of a group of two or 

*8 See George F. Canfield, re Scope and Limits of 
= vit Entity Columbia Law Reviet 

(February, 1917) 128-143, and George S. 7. 
Shara Jr., «Corporations —Nature and Theory— 

Corporate Entity?” Missouri Law Review, | 
1936), 278-281. 
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more affiliated corporations. It has been 
suggested that such a group of corpora- 
tions be recognized as a single economic 
enterprise and dealt with, in law, as a 

single economic entity rather than as 
separate and distinct legal entities. But 
the theory is deemed applicable in many 
other branches of corporation law as well. 

Perhaps the clearest expression of the 
view of the corporation as merely a set of 

legal relations is that of Judge Nathan 
Bijur of the New York State Supreme 
Court in 1927 in the case of Farmers’ 
Loan and Trust Co. v. Pierson et al. The 
nature of the corporation was very much 
in issue in this case. The trustees of an 
estate, the assets of which consisted solely 
of all the outstanding shares of a corpora- 
tion, elected themselves directors of that 
corporation, and then, refusing to account 
to the beneficiaries of the estate for their 
management of the corporation, restricted 
their accounting for the estate to the con- 
tinuing custody of the stock and the re- 
ceipt of dividends. The beneficiaries urged 
that they were entitled to know from the 
trustees, to a reasonable extent, all facts 
concerning the management of the cor- 
poration which was being conducted by the 
trustees under their title as directors. The 
trustees, on the other hand, offered the 
existence of the corporation as their reason 
for declining to follow the ordinary course 
of trustees, namely, the giving of a full 
account of their substantial acts. 

In his decision, Judge Bijur reviewed 

the concepts referred to earlier in this 
article (fiction theory, concession theory, 
reality theory, and the association-of- 
individuals concept) and concluded: 

My conclusion from the foregoing review is 
that the law has neither a “personality” nor an 
“entity” to deal with, and that there is no “veil.” 
These terms are useful as metaphors or figures of 
speech to meet a common need in discussing the 

legal principles involved. . 

* Farmers’ Loan and Trust Co. v. Pierson et al., 222 
NYS 543 (1927). 

...€ corporation is more nearly a method 
than a thing, and... the law in dealing with a 
corporation has no need of defining it as a person 
or an entity, or even as an embodiment of func- 
tions, rights and duties, but may treat it as a name 
for a useful and usual collection of jural relations, 
each one of which must in every instance be ascer- 
tained, analyzed and assigned to its appropriate 
place according to the circumstances of the par- 
ticular case, having due regard to the purposes to 
be achieved. A confirmation of the accuracy of 
this analysis of the corporation form is found in 
the fact that the word “corporation” has a vari- 
able, not a constant, meaning.*® 

The central theme of this statement was 
given favorable recognition a few years 
later by Surrogate Wingate when in dis- 
cussing concepts of the corporation he 
said, “Perhaps the best of all is the state- 
ment of Mr. Justice Bijur that it [corpora- 
tion] is merely ‘a name for a useful and 
usual collection of jural relations’.’”* 

After his survey of the historical back- 
ground of the “corporate legal personal- 
ity,” John Dewey concluded: 

As far as the historical survey implies a plea 
for anything, it is a plea for disengaging specific 
issues and disputes from entanglement with any 
concept of personality which is other than a re- 
statement that such and such rights and duties, 
benefits and burdens, accrue and are to be main- 
tained and distributed in such and such ways, 
and in such and such situations. 

Henry O. Taylor also conceives of the 
corporation as a set of legal relations: 

. .. & corporation is to be regarded as a legal 
institution. In this sense it means the sum of legal 
relations existing in respect to the corporate enter- 
prise. Let us analyze the term “legal institution.” 
It denotes a body of legal rules in their manifesta- 
tions in legal relations between persons as to 
whom certain mutually related conditions of act 
may be affirmed.* 

Thid., 543-544 
31 In re : Steinberg? 's Estate, 274 NYS 919 (1934). 
Dewey, op. cit., p. 159. 

33 Henry O. Taylor, A 
Corporations (Sth ed.; New York: The Banks Law 
Publishing Co., 1905), pp. 18-19, 
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. a corporation, considered as a legal insti- 
tution, is the sum of the legal relations resulting 
from the operation of rules of law in its consti- 
tution upon the various persons, who by fulfilling 
the prerequisite conditions, bring themselves 
within the operation of these rules.™ 

Another writer, advocating that less 
significance be placed upon prevailing 
corporate concepts, expressed the opinion 
that “the defects of the intransigent con- 
ceptualism which apparently accompanies 
the entity technique is of itself a source 
of danger in legal thinking.’ The theme of 
his discussion was that decisions should 

not be based on either the existence or 
disregard of the corporate entity but 
rather on the facts of the case. 

A corporation, then, like any composite whole» 
may present different aspects for different pur- 
poses. For some purposes the attention is directed 

to the entity as an organized collectivity, and, 
while the identity of the individual stockholders is 

not denied, it is really immaterial to the purposes 
at hand. There is no fatal objection to framing 
this thought somewhat differently, by familiarly 
saying that the entity is separate and distinct, 
other than the danger that in a later situation too 
much significance be credited to the statement in 
that form. For other purposes the identity of the 
individual stockholders becomes important just 
as do for some purposes the component parts of 

a house or a ship, and then one does not say that 
the corporation is an entity separate and distinct 
from its stockholders.™ 

He characterized the corporate entity as 
“but a name by which a complex can be 
dealt with in discourse, a simple device of 
securing limited liability and facilitating 
reference to a complicated group of rela- 
tions.’’” 

CONCEPT OF ECONOMIC ENTITY 

The central notion of the concept of 
economic entity is the substitution of 

% Tbid., p. 25. 
* Elvin R. Latty, Subsidiaries and Affiliated Cor- 

svete (Chicago: The Foundation Press, Inc., 1936), 
p. 27. 

Tbid., pp. 15-16. 
Tbid., p. 15. 

economic realities for prevailing juridical 
concepts. As modern business has. devel. 
oped increasing use has been made of the 
corporate device as a “nonconductor” be: 
tween the stockholder and the business en- 
terprise. It has become increasingly more 
difficult for the courts to adhere to the 
widely accepted concept of the corpora. 
tion as a separate and distinct entity. In 
order to mete justice the courts have found 
it necessary to disregard the corporate en- 
tity and examine reality. In the words of 
Berle, ‘“The corporation is emerging as an 
enterprise bounded by economics, rather 
han as an artificial mystic personality 
bounded by forms of words in a charter, 
minute books, and books of account. The 
change seems to be for the better.’’* 

The recognition of the economic entity 
by the courts is well illustrated by a recent 
case. The Pittsburgh Railways System was 
created, in 1902, without its own corporate 
charter, by means of leases and operating 
agreements with a large number of cor- 
porations, referred to as “underliers.”’ The 
properties were operated by the Pittsburgh 
Railways Company in conjunction with its 
own. In 1938, the Company filed a petition 
for reorganization under the Bankruptcy 
Act. No proceedings were filled by or 
against any of the underliers so, in order 
to maintain a unified system of transpor- 
tation for Pittsburgh and surrounding 
municipalities, the City of Pittsburgh 
petitioned the District Court to exercise 
jurisdiction over the underlier corpora- 
tions. Some of the underliers moved to 
dismiss the petition but the petition was 
granted by the Court of Appeals. In his 
opinion, Judge Herbert F. Goodrich said: 

As we see the question, the issue is whether the 
demand of the facts is to control or whether obei- 

sance must be made to the doctrine of the sepe- 

Adolph A. Berle, Jr., Theory of 
may," olumbia Law Review, XLVII (April, 1947), 
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rate corporate entities of all these concerns which, 

from the business point of view, constitute one 
operation and one enterprise. . . . ** 

Our conclusion is that the facts of the present 
case call for the treatment of this great transpor- 

tation system as one entity for purposes of reor- 
ganization, regardless of the elaborate jig-saw 
puzzle arrangement of all the underlying com- 
panies which have gone into it. In so concluding 
we emphasize the nearly half century of physical 
operation of this enterprise as a unit, with the 

interchange of movable property, routes, operat- 
ing personnal and everything involved on the 
business side. We recognize the necessity of the 
unitary economic foundation for it.... We are 
concerned with the realities of the situation... . 
We think that the many years of factual unity and 
the public necessity for the measures which will 
insure the proper economic foundation for the 
system, override the arguments for the recogni- 
tion of the legal concept of separate entity on the 

part of the underliers.* 

Another case has been cited as an 
example of the courts’ recognition of the 
economic entity where one individual 
owns substantially all the stock of a corpo- 
ration.” In Wood v. Guarantee Trust and 
Safe Deposit Company, Starr owned all but 
500 shares of the stock of the City of Joliet 
Water Works Company. Using money 
which ought to have been applied to the 
payment of materials used in construction 
of the water works, Starr acquired some 
past-due coupons from holders of the 
Water Works Company bonds. These cou- 
pons were, in turn, transferred to Wood in 

payment of the construction materials. 
When Wood presented the coupons, pay- 
ment was refused on the grounds that the 
coupons were effectively “extinguished, 
cancelled, and paid” when Starr purchased 
them. Associate Justice Lamar of the 
United States Supreme Court delivered 
the opinion of the court which was un- 

dou ne Railways Company, 155 Fed (2d), 

Thid., p. 485. 
Maurice J. Dix, “The Economic ” Ford- 

ham Law Review, XXII (December, 1953), 2 
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favorable to Wood and from which the 
following remarks have been excerpted: 

Starr is essentially (that is, from a business 
point of view) the Water Works Company, own- 
ing as he does, 19,500 of its 20,000 shares of stock. 
Its prosperity is manifestly his prosperity, its 
disaster his disaster, and any disbursement made 

it is made by him.* 

The same of the 
identity between Starr and the Water Works 

Company is of great weight in the determination 
of the remaining question. ... “ 

The case before us is a peculiar one, and must 
be adjudged on its own facts. As we have already 
said, Starr was, from a business point of view, 
substantially the company. Not only was it his 
object to float the bonds, but to float the com- 
pany, as well.“ 

The court looked upon Starr, an in- 
dividual, and the Water Works Company, 
a corporation, not as two distinct legal en- 
tities, which for some purposes would have 
been quite proper, but rather looked upon 
the individual and the corporation as a 
single legal unit. The interests of the Water 
Works Company and Starr were so inter- 
mingled and inseparable as to constitute 
one economic entity. 

Analysis of these and other cases of a 
similar nature have prompted some to 
urge explicit recognition of the economic 
nature of the business enterprise rather 
than its legal form. 

In its financial power and in its unified direc- 
tion and control, the corporation plays a signifi- 
cant role in modern economic life. It is thus absurd 
to consider the corporation as an individual. If 
the corporation is to be personified at all, it ap- 
pears that it should be personified as an economic 
unit. It may be even termed an “economic” 
person.” 

And 
A legal entity differs from an economic entity. 

“@ Wood v. Guarantee Trust and Safe Deposit Com- 
a 128 US 424 (1888). 

pp. 

« Joseph "Wise, ‘Due Process: Corporation as an 
Economic Unit,” University of Cincinnati Law Review, 
XIII (May, 1939), 46 
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The economic entity does not have any corporate 
charter. It is an economic choice of management. 
It ties in legal entities for operation in a common 
endeavor or enterprise. The idea behind an eco- 
nomic entity is joinder or merger of activity— 
unity of life—in the goal of the common under- 

taking or enterprise. In an economic entity, each 
legal entity has dedicated itself and its property 
to the success of the common undertaking.“ 

Combined or coordinated operations—in whole 
or in part—of the business or activities of a group 
of corporations, clearly results in a unity of life in 

the common endeavor. It is an economic arrange- 
ment of activity defining the function to be per- 
formed by each participant in the enterprise. It 
rests on the facts of economic life and not on the 
form of separate legal entity. It carries out the 
intended economic arrangement of the enter- 
prise. Those who deal with the economic entity 
as such should not be required to examine the 
details of the legal structure.*’ 

As an indication of the increasing sig- 
nificance of the concept of economic entity, 
remarks of other well-known authors in 
the field of corporation law and finance 
may be noted. Berle calls attention to the 
fact that “the divergence between cor- 
porate theory and the underlying economic 
facts has occasioned a variety of problems 
(dealt with ad hoc by the courts) in which 

the theory of ‘artificial personality’ simply 
did not work, and was consequently ex- 
tended, disregarded, sometimes buttressed 

by further fiction, at others manipulated to 
get a convenient result.’’“* He suggests that 
a number of rules, ordinarily regarded as 
separate, are, in fact, applications of a 
single dominant principle. It is his con- 
tention “that the entity commomly known 
as ‘corporate entity’ takes its being from 
the reality of the underlying enterprise, 
formed or in formation; that the state’s 

approval of the corporate form sets up a 
prima facie case that the assets, liabilities 
and operations of the corporation are those 
of the enterprise; but that where the cor- 

* Dix, op. cit., p. 255. 
p. 264. Tbid., 

Berle, op. cit., p. 344. 

porate entity is defective, or otherwig 
challenged, its existence, extent and conge. 
quences may be determined by the actual § the © 
existence and extent and operations of the § Parti 
underlying enterprise, which by these very cept | 
qualities acquires an entity of its own, Col 
recognized by law.’’*® 

Dewing also considers the “true concep. Guy. 
tion” of the corporation to be one which 
emphasizes its economic nature rather 
than its legal nature: 

The legal attributes of the corporation ar 
mere accidents of historical development; they 
do not describe the corporation as we understand 
it, nor do they give us any clue to its social and 
economic significance in our modern industrial 

society. . . . The corporation is an institution and 
its reality lies not in legalistic definitions but in 
the part the corporation plays in the complex 
balance of forces that constitutes the economic 
world of the present time. What we are interested 
in, if we try to define a corporation, is its functions 

as an institution—and a very important and sig- 
nificant institution—in our contemporary eco 

nomic life.5° 

CONCLUSIONS 

It has been said that legal precedent 
may be found to support all sides of a 
legal controversy. Clearly views with re. 
spect to the nature of the corporation are 
no exception. This has interesting implica- 
tions for accounting theory. 

The proprietary theory of accounting 
requires that the corporation be viewed as 
an association of individual owners; the 

entity theory of accounting is based upon 
the notion that the existence of the corpo- 
ration is quite separate and distinct from 
the stockholders. These two concepts of 
the corporation are diametrically opposed, 
yet, each has found clear support in the 
law. Also, the fund theory of accounting” 

49 Tbid., p. 344. 
50 Arthur Stone Dewing, The Financial Policy of 

Corporations (5th ed.; New York: The Ronald Pres 
Company 1953) I. 16-17. 

5! William J. Vatter, The Fund Theory o Chicas mew 
and Its Implications for Financial _— (Chi 
University of Chicago Press, 1947). FA 
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and the enterprise theory of accounting™ 

are at least consistent with the concept of 
the corporation as representing merely a 

particular set of legal relations and the con- 

cept of economic entity, respectively. 
Contrary to what seems to be popular 

® Waino W. Suojanen, “Accounting Theory and the 
Large Corporation,” Tue Accountinc Review, XXIX 

(July, 1954). 

belief, reference to the experience of law 
is not apt to facilitate the evaluation of 
accounting proposals the foundation for 
which rests upon a particular concept of 
the corporation. Proponents of such pro- 
posals must be prepared to support their 

position on the basis of something other 

than legal precedent. 
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PRODUCTION WASTE—ITS NATURE AND 
ITS ACCOUNTING* 

Haroip E. PAppock 

HE existence of waste in modern in- 
dustry became of widespread interest 
during World War I when the War 

Industries Board brought the poor utiliza- 
tion of our natural resources, labor, and 

machines to the attention of industrial 
leaders and the public. The production of 
war supplies was impeded because of such 
problems as the great diversity of produc- 
tion methods, many minor variations in 
finished goods in the same industry, and 
inefficient utilization of economic re- 
sources, materials, labor and machinery. 

The Board made some progress in reducing 
industrial waste by the introduction of 
standardized products, and recommenda- 
tions for the standardization of production 
methods. The short duration of the United 
States participation in World War I, how- 
ever, prevented the work of the Board 
from being more than a beginning toward 

the reduction of waste in industry. 

After World War I many industrial 
leaders in the United States recognized 
that the work done by the War Industries 
Board was only a preliminary step toward 
the prevention and elimination of indus- 
trial waste. Former President Herbert C. 
Hoover was one of the industrial leaders 
who realized that more work should be done 
to reduce industrial waste. He instigated 

two forms of action to increase industrial 
recognition of waste and methods of elim- 
inating it. In 1920 he was instrumental in 
the establishment of the Federated Amer- 
ican Engineering Societies, and was elected 
its first president. As a result of his in- 
terest, one of the points of the program 
submitted by him to the executive com- 
mittee was a study of waste in industry. 

* Developed from the author’s unpublished doctoral 
dissertation, University of Texas, 1955. 
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The adoption of his recommendation re- 
sulted in the publication in 1921 of de. 
tailed reports of waste in six industries! 

In 1921 Herbert C. Hoover became 
Secretary of Commerce of the United 
States. One of his first actions was to es- 
tablish a group within the Bureau of 
Standards to work with industry in the 
elimination of waste through such means 
as the development of simplified practices. 
The Bureau of Standards published several 
papers on simplified practices during the 
twenties. 

Evidently the problems of waste in in- 
dustry were basically the same at the time 
of World War IT as those found during and 
after World War I. Although the ter- 
minology is changed somewhat, the En- 
gineering Society’s list of sources and 
causes of waste are practically the same 
as those enumerated some twenty years 
later by William R. Spriegel and Edward 
Schulz? in their discussion of the relation- 
ship of supervision and waste in industry. 
These authors say, 

Industrial waste in the broadest social 
and economic sense includes: 

1. Unemployment during depressions, 
2. Speculation and overproduction during 

boom times, 
3. Excessive labor turnover, 
4. Labor conflicts, 
5. Failure in transportation of supplies, fuel, 

or power, 

6. Unbalanced seasonal production, 

7. Lack of standardization, 
8. Inefficient processing of materials, 
9. Uneconomic use of equipment, 

10. Inefficient use of manpower, 
11. Uneconomic use of supplies, 

1 Federated American Engineering Societies, Wasle 
in Industry, McGraw-Hill Book Company, New York, 
1921. 

R. Spriegel and Edward Schulz, Elements of 
Supervision, John Wiley & Sons, New York, 1942. 
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12, Misuse of power, 
13. Deliberate restriction of production either 

by management or men, and 

14. Ill health and accidents. 

The listed sources of waste all affect 
production directly or indirectly, but some 
are more of a social and economic problem 
than a production problem. Several of the 

causes, such as unemployment during de- 
pressions, speculation and overproduction 
during boom times, labor conflicts, and 
deliberate restriction of production, are ex- 
ternal in the sense that they are beyond 
the control of any one company or are so 
widespread that the federal and state 
governments have taken legislative action 
to deal with them. 
The internal causes of waste in a com- 

pany such as excessive labor turnover and 
il health and accidents are ordinarily 
handled through a personnel department. 
Data about these losses would be included 
in personnel statistics for labor turnover, 
sickness, and accidents. Reports of waste 
arising from other internal causes are gen- 
erally the responsibility of accounting. 
This group includes losses from unbalanced 
seasonal production, lack of standardiza- 
tion, inefficient processing of materials, un- 
economic use of equipment, inefficient use 
of manpower, and uneconomic use of sup- 
plies. The type of waste to be considered 
here will be that resulting from internal 
causes which the accountant is normally 
responsible for reporting. 

DEFINITION OF PRODUCTION WASTE 

Having eliminated many of the sources 
and causes of industrial waste from the 

scope of this article, it is desirable that a 
definition of waste be considered before 
proceeding further. Kohler defines waste 

as 

resources of labor or material consumed or pro- 
duced in a given operation and not returning an 
economic benefit.* 

*Eric L. Kohler, A Dictionary for Accountants, 
Prentice-Hall, New York, 1952. 
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A definition of waste, which would seem 
to be the most useful in the prevention, 
control, and elimination of production 
waste, would be 

the resources of labor, material, and machine time 
consumed or material produced in a given opera- 
tion which do not return an economic benefit. 

This definition includes losses of machine 
and equipment time in addition to the 
factors mentioned by Kohler. Many firms 
think of waste only in terms of material 
without regard for the other costs that 
may be involved. This consideration pre- 
vents recognition of the importance of the 
waste and may lead to erroneous conclu- 
sions. Research aimed at the reduction or 
elimination of waste could be misguided 
by lack of consideration of all of the cost 
elements—material, labor, and burden. 

The above definition includes waste 
from all production sources. A further re- 
finement is necessary for it to be useful to 
the accountant. Causes of waste should 
be segregated into two groups, (1) avoid- 
able and (2) unavoidable. The first type is 
called avoidable or controliable because it 
is considered to be within the control of 
the people directly involved in the manu- 
facture of the product. The second type is 
termed unavoidable or uncontrollable 
since this waste is inherent in the product, 
the production process, or the raw ma- 
terials. 

Unavoidable Waste 

Production personnel should not be 
charged with the control and elimination 
of manufacturing waste which results from 
the type of raw materials used, the product 
design or the manufacturing methods 
used. The products that a company manu- 
factures, the methods used to produce the 

products, and the types of raw materials 
put into the product are all beyond the 
control of production personnel. These fac- 
tors are a result of management decisions. 
Any changes that are contemplated have 
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to be approved by the management before 
they can be put in effect. If there are no 
changes, the management reaffirms its de- 
cisions by such actions as approving the 
purchases budget, the sales budget, and 
the capital expenditures budget each year. 
Management must know that unavoid- 

able waste exists and how important it is 
in relation to production costs before it 
can make the correct decisions. If this 
unavoidable waste is not segregated from 
avoidable waste, management is likely to 
look to Production to eliminate the total. 
The segregation brings to management’s 

attention the fact that waste is taking 
place for which it alone is responsible. Un- 
avoidable waste can be reduced or elim- 
inated only through policy decisions 
that will alter the product, method or ma- 
terial. 

The need for reduction in unavoidable 
waste may be pointed out in cost reports, 
but the accomplishment of such reduction 
will result from research. The value of 
separate unavoidable waste information is 
that it not only shows the existence of the 
waste, but also indicates the areas where 

the research is needed. 

Avoidable Waste 

The second general source, avoidable 
waste, has also been termed controllable 
because it is due to human error. Such 
causes as carelessness, faulty material 
handling, and faulty use of machines are 
sources of avoidable waste. Each of these 
causes is within the control of production 
supervision, and the management cor- 
rectly expects the production personnel to 
control them. The reporting of avoidable 
waste separately permits management to 
judge how effective a job the production 
personnel is doing in controlling waste. 

THE ACCOUNTANT AND WASTE 

Waste is one of the areas of business 
operations where the accountant can fur- 

The Accounting Review 

nish management with useful information, 

Waste reports can indicate to management 

whether there are any waste problems. The 
separate reporting of avoidable and um. 
avoidable waste shows the area in which 
action is needed. In order to prepare such 
reports, the accountant needs the coopen- 
tion of staff and production personnel. A 
designation of what is waste and whats 
the source of the waste must be made by 
staff technicians. With a knowledge of the 
production process and the quality re 
quirements of the product, the technicians 
should designate the material that will be. 
come unavoidable waste and should set 
up a means of collecting and measuring 
the amounts. The accountant’s job is to 
bring together the amounts reported by 
the production department and data from 
the cost records. 

Losses of product through avoidable 
waste are usually discovered by inspec 
tion. The inspectors eliminate the sub 
standard product from further processing. 
Inspection departments are thus the logi- 
cal places for the collection and reporting 
of the quantities of defective product 
arising in production. In certain situations, 
machine operators discover the production 
of defective product. The method of col- 
lecting the data concerning the amount 
of product lost from avoidable waste must 
be adapted to this situation if the ac 
countant is to have a complete report of 
waste. 

EXTENT OF WASTE PROGRAM 

Cost Limitation 

For many companies an extensive waste 
reporting program would cost more thai 
the potential savings. Other companies 
have found that the cost of unavoidable 
waste is so high that extensive research is 
needed to reduce the amount of this waste. 
Where the potential for defective products 
of high value is great, companies have 
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found it advantageous to establish a spe- 
| cial staff department for the prevention, 

control, and elimination of avoidable 
waste. 

Follow-up by Management and Production 
Personnel Required 

Waste reports will have no value unless 
management and production personnel 
are willing to take action upon the re- 
ported waste. Any reduction, control, or 
elimination of waste must take place 
through activities of the management and 
production people. 

ACCOUNTING REQUIREMENT OF MATCHING 

COST WITH REVENUE 

One of the primary functions of ac- 
counting is to provide data which can be 
used to prepare financial statements. These 
statements are based in part upon match- 
ing costs with related revenues. The de- 
termination of the income for any period 
is dependent upon the association of the 
costs incurred in producing and marketing 
the products with the resulting revenue of 
the period. The costs that have been in- 
curred but are related to future revenues 
are incorporated in the balance sheet as 
inventories, prepaid expenses, and deferred 
charges. 
Unavoidable waste is one of the costs 

which should be related to present and 
future revenues for an accurate statement 

of income, and of assets. The cost of the 
waste resulting from the production of 
the products sold during the period should 
be a charge against the revenue of the 
period. The cost of the waste arising from 
the production of the goods held in the 
inventories should be included in the in- 
ventory cost shown in the balance sheet. 
The method of allocating the cost of un- 
avoidable waste between cost of sales and 
inventories depends, in each case, on the 
particular circumstances. 

Avoidable waste does not contribute to 
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the manufacture of the products sold dur- 
ing a period or to the products that will be 
sold in the future. This type of waste does 
the opposite as it uses materials, labor, 
and machine time that would otherwise be 
used for salable product. Since avoidable 
waste detracts from output, its cost is not 
related to the revenue of the period in 
which it occurs. This cost does not add 
anything to the assets and therefore 
should not be included in the cost of the 
inventories. Avoidable waste arising from 
faulty operations during the period is a 
loss not related to any product, and should 
be charged directly to the income of the 
period in which the waste occurred. 

WASTE REPORTS 

Waste reports should help management 
in performing its functions of planning, 
coordination, and control. Waste esti- 

mates, by showing the expected amount of 
waste arising from different production 
methods, should aid in the choice of a 

production method. The cost of waste 
should be included as a consideration in 
product price determination. With the 
waste reports as a guide, management is 
able to direct its attention to the specific 
points where waste is a problem and thus 
concentrate its efforts on the trouble. 

Avoidable waste is within the control 
of production personnel. Waste of this type 
should be included in reports to manage- 
ment which indicate production efficiency. 
Since the causes of the avoidable and un- 
avoidable waste costs are different, they 
should be shown separately in reports. Ex- 
hibit 1 gives an example of a management 
waste report. The upper section on un- 
avoidable waste shows the effect of the 
policies of management. The lower section 
on avoidable waste indicates the effective- 
ness of the production personnel in con- 
trolling waste. Exhibit 2 is a more detailed 
report for production personnel. This re- 
port is limited to avoidable wastes. 
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ABC MANUFACTURING COMPANY 
WASTE REPORT 

January, 19— 

UNCONTROLLABLE WASTE 

Department M 
Waste % of Total 
Cost Dep’t Cost 

Products 
WwW 
x 
¥ 
Z 

Total 

CONTROLLA 

Depariment M 
Waste % of Total 
Cost Dep’t Cost 

Products 
WwW 
>. 
Y 
Z 

Total 

Exhibit 2 

Total Company 
Waste % of Total 
Cost C ost 

| 
| 
| 
| 
| 

BLE WASTE 

Total Company 
& of Total 

Cost 

DEPARTMENT M 

WASTE REPORT 
WEEK ENDING JANUARY 20, 19— 

Product W 
Waste 

Quantity Cost 
Production Step 1 
Waste Cause D 
Waste Cause E 
Waste Cause F 
Waste Cause G 

Total 
Production Step 2 

Total Product 
Waste 

Quantity Cost 

Total Department M 
Budget 
Variance from Budget 

If waste reports are to be an effective 
tool for management and production su- 
pervision, the cost accounting system must 
be established according to areas of re- 
sponsibility. Management must know 
which department is not performing fully 

before it can take action on controllable 
waste and production supervision must 
know where to look to correct the causes 

of this waste. The management guidance 
of research toward the elimination of waste 
is also dependent upon an indication of the 
points at which unavoidable waste occurs 
before efforts can be initiated to eliminate 
the waste. 

Waste should be accounted for in each 
of the production steps. With the indica- 
tion of the location of waste, the depart- 
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ment supervision will be able to go directly 
to the person responsible for an explana- 
tion and correction in the case of avoidable 

waste. If the waste is unavoidable, the 
management will be in a position to con- 
sider the possibilities of a change in the 

production process or to indicate to the re- 
search staff where it should investigate a 
change in the production process. 
The division of waste into the two gen- 

eral sources is really only the first step 
toward identifying the causes of waste. 

Further information is necessary to specify 
the exact cause of the waste. Accounting 
procedures for unavoidable waste do a 
better job of narrowing down the sources 
of waste than do the procedures for avoid- 
able waste. By accounting for uncon- 

trollable waste as it occurs in each produc- 
tion step, management can compare costs 

of each process and in total, and determine 

the relative importance of the unavoidable 
waste from each step. 
Although there are many more causes of 

avoidable than of unavoidable waste, the 

typical accounting procedure for avoidable 
waste tends to lump all losses into one 
figure. Accounting should recognize the im- 
portance of avoidable waste data to man- 
agement and make a special effort to relate 
costs to causes. 

The technical knowledge required to 
control and eliminate avoidable waste in a 
company may result in the establishment 
of a specialized staff group which reports 
on waste data to management and produc- 
tion personnel. However, accounting is 
still responsible for the accuracy of these 
data and the accounting for and reporting 
of the cost of avoidable waste. 

SUMMARY 

The waste accounting system for a com- 

pany should separate avoidable waste from 
unavoidable waste costs, relate the units 
and cost of avoidable waste with its 
causes, allocate unavoidable waste costs to 
the current period and to future periods, 
and provide the data necessary for reports 
on waste costs for management. 
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number of observers have com- 
mented on the fact that large corpo- 

rations are obtaining an increasing per- 
centage of their capital requirements from 
internal sources. This is frequently paral- 
leled by the observation that as corpora- 
tions grow in size, their behavior tends to 
become institutionalized. The remarks of 
a noted British economist on these tend- 
encies are especially significant. 

So the end of the first World War, a 

A point arrives in the growth of a big institu- 
tion ... at which the owners of the capital, 7.e. 
the shareholders, are almost entirely dissociated 
from the management, with the result that the 
direct personal interest of the latter in the making 
of great profit becomes quite secondary. When 
this stage is reached, the general stability and 
reputation of the institutions are more consid- 
ered by the management than the maximum of 
profit for the shareholders. The shareholders must 
be satisfied by conventionally adequate dividends, 

but once this is secured, the direct interest of the 
management often consists in avoiding criticism 
from the public and from the customers of the 
concern. This is particularly true if their great 
size or semi-monopolistic position renders them 
conspicuous in the public eye and vulnerable to 
public attack.! 

A pioneer exponent of enterprise theory, 
and one who is familiar with the workings 

* Research on this paper was almost finished when 
Professor Harold G. Avery’ s article, ‘““The Relative Im- 
portance of Fixed Assets,” appeared i in the July , 1956 
issue of Tae ACCOUNTING REVIEW, pp. 435-438. It is 
interesting to note the close agreement between Table 2 
of this paper and Table I of Professor Avery’s article. 
I have attempted to explain some of the questions that 
Professor Avery raises in the summary of his paper but 
many others are still not clear. This area constitutes an 
extremely fertile field of accounting research of which 
only a small portion has been explored. 

I am indebted to my colleagues, Professor William L. 
Crum and Robert T. Sprouse for their comments and 
criticism. However, unless otherwise indicated, the 
opinions expressed are my own. 

1 John Maynard Keynes, Essays in Persuasion, (New 
York: Harcourt, Brace and Co., 1932), pp. 314-315. 
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of the American business community, js 
very much in agreement with the above, 
He writes as follows: 

Because management is concerned with the 
enterprise as a whole, the welfare of any com 
ponent must be sacrificed when necessary. The 
easiest to sacrifice is the stockholder. Some por 
tion of the return to capital is, however, regarded 
in the same category as the other expenses of the 
enterprise....As a claimant to income, the 
stockholder is in an uncomfortable position. He 
may no longer with accuracy be regarded as the 

residuary owner, for the surplus ordinarily reverts 
to the enterprise as a whole.” 

Once “conventionally adequate divi- 
dends” have been secured for the stock- 
holders of the enterprise, its management 
has surplus funds available which can be 
used for other purposes. The main sources 
of these excess funds are retained earnings 
and depletion and depreciation allowances. 
Given such internal sources of funds, the 
firm is to a considerable extent freed from 
the securities markets for fixed capital 
requirements and from dependence on the 
commercial banks for working capital 
needs.* 

2 Oswald Knauth, Managerial Enter prise: Iis Growlh 
and Methods of gage A (New York: W. W. Norton 
and Co., Inc., 1948), 

The trend tow: banking’’ has acceler- 
ated since the end of World War II. For instance, 
Standard Oil of New Jersey “. . . acts as lender and 
financial adviser to its affiliates. The company is an out- 
standing if not the best example of what is known 4 
self-capitalization. It is in some ways just a great big 
bank. With its help, the affiliates have financed the 
eater of their expansion out of earnings.”’; “The 

has had a similar policy; “E, 
Chaien, said funds for the expansion 
been and will be financed from ea! 

depreciation accruals and ‘ ymore efficient handling 
working capital turno ; “Business Milestones,” 
The Wall Street Journal, October 7, 1955, p. 10. General 
Electric “ . . . in recent years has financed its expansion 
out of current income” ae “this is the first time since 
December, 1946, that GE has had to borrow money for 
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This study is concerned with following 
through on observations such as the above 
and the following comment that: 

The separation within the group of functions 

of management from those of ownership, and the 
concentration of the former in a few hands, have 
resulted in fact in a large share of profits being 
retained in the business; the “owners” have little 
opportunity to dispose of these profits as they 
would if the profit were all distributed in divi- 
dends; 29.4 per cent of their net income was re- 
tained within the larger corporation during the 
period 1922 to 1927. This retention may be in- 
tended to avoid shortages of liquid resources in 
periods of restricted business or to permit the 
continued payment of dividends in the absence of 
adequate current profits. But it also facilitates 
expansion without the necessity of issuing new 
securities; those managers who find size attractive 
can satisfy their desire without having to submit 
their plans to the test of the capital market. 

Knauth makes a further point that the 
institutionalization of the corporation has 
resulted in significant changes in financing. 

The continuity of operation in managerial 
enterprise has its counterpart in continuity of 
financing. When operations never stop, loans are 
seldom made for a specific purpose. Fixed-term 
obligations, especially of large amounts, may be 
an embarrassment if they happen to fall due at a 
date that may be an inauspicious time for paying 

any p .”?; “GE Bank Loan of $100 Million to Pay 
its Taxes,” The Wall Street Journal, March 16, 1956, 
p. 3. The above comments are illustrative. A study of 
annual reports of listed companies tends to confirm that 
many large corporations have similar policies. 

* Arthur R. Burns, The Decline of Competition, (New 
York: McGraw-Hill Book Co., Inc., 1936), p. 10. An 
interesting sidelight on Burns’ position regarding the 
continuance of dividend payments is the position of the 
American Telephone and Telegraph Co. At its 1956 
annual meeting, the president of that company stated 
that“... A.T.&T. now has retained earnings of $19.99 
a share, which, he added is only enough to protect the 
company’s dividend for two years and two months, 
compared with retained earnings for electric utilities 
high enough to protect dividends for three and a half 
years and Recainenethicn concerns like General Motors 
and General Electric whose retained earnings are 
enough to cover their dividends for seven and a half 
years. 

“‘Our retained earnings must be built up,’ Mr. 
Craig said. ‘You must have enough eggs left over in 
your basket so you hatch chickens who will lay more 
eggs. You’ll never better your ae if you take the 
= out and eat them.’” “AT&T to Spend Record 

-l Billion on E ion in ’56,” The Wall Street 
Journal, April 19, 1956, p. 4. 
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them off or for refinancing. Loans that can be 
paid off piecemeal out of income are desirable. 
Even better are preferred shares of stock having 
no due date, yet redeemable at a predesignated 
rice. 

. Likewise, continuity of operations has dimin- 
ished the importance of short-term self-liquidating 
bank loans and commercial paper. The role of 
loans in industry has been reduced to meeting the 
cash needs of seasonal variations of demand or 
production. So small has this requirement become 
that banks have been forced to look elsewhere for 
short-term paper to ensure their liquidity.§ 

The above comments raise a number of 
hypotheses, some of which will be ex- 
plored further in this paper. The writer has 
previously discussed certain aspects of the 
institutionalization of the large corpora- 
tion.’ In that study, it was indicated that 
the management of the large enterprise be- 
comes the custodian of the organizational 
objectives of survival and growth. In 
order to strengthen the survival of the 
firm, its management recognizes that in- 
ternal sources of funds are preferable to 
external sources. Similarly, if the corpora- 
tion is to grow, investment opportunities 
must be deliberately created and con- 
tinuously available. 

The policy of paying only “conven- 
tionally adequate dividends” ties in with 
the survival and growth objectives. Re- 
tention of earnings increases the “number 
of eggs in the basket” during years when 
earnings are high. These accumulated 
funds can then be used to pay dividends in 
periods of low profits.’ If this is a generally 
followed policy, then, over time, the ratio 
of surplus and related accounts to total 
balance sheet credits would tend to in- 
crease, at least during periods of high 
profits. At the same time, the ratio of 

7 

recently stated that he believes “‘ . . . stockholders in 

that 50% of income should be paid to shareholders.’ 
“National Steel’s Chairman Urges Ind to Raise 
Prices Without Waiting To Be Led by U.S. Steel,” The 
Wall Street Journal, March 23, 1956, p. 2. 
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common stock items to total equities 
would tend to follow a pattern contrary to 
that of retained earnings. 

In the same vein, if the above holds 

true, there should be a close relationship 
between self financing, or industrial bank- 
ing, and postwar expansion-merger-di- 
versification movement. If only about half 
of income is distributed as dividends and 
depreciation provides additional funds, 
then corporate managements must search 

diligently and continuously for investment 
opportunities in which to place these in- 
ternally generated cash resources. Al- 
though expansionary funds are necessary, 
an inordinately high balance of cash and 
marketable securities appears undesirable. 
Funds that appear excessive in amount 
may provoke the stockholders to demand 
higher dividends or may invite forays by 
entrepreneurial “raiders.” 

If, however, the corporation has a higher 

rate of return on equity than is available 
to the stockholder on investment oppor- 
tunities determined by him individually, 
there may be mutterings about the in- 
adequacy of dividend payments but no 
outright rebellion because of the potential 
capital gains that are created by a “plow- 
back” policy. A prudent and well planned 
expansion-merger-diversification policy 
looks in this direction and seeks to equal 
or better the existing rate of return. It isa 
reasonable argument that larger com- 
panies do better as far as this measure is 
concerned than do the smaller firms. 

As management practices improve, it 
appears reasonable to assume that while 
the ratio of cash to total assets may in- 
crease, the ratio of other current assets to 
total assets will decrease. Higher cash 
balances are needed so that the corpora- 
tion can act rapidly to acquire a smaller 
firm or move into the production of new 
products developed in the course of the 
research program. Another factor predis- 
posing to higher cash balances is the in- 

creased importance of having funds avail. 
able to pay income tax and payroll tax 
liabilities. By the same token, better col- 
lection policies would tend to reduce ac- 
counts receivable balances and improved 
inventory control practices would act to 
decrease the inventory-asset ratio. 

The Trend Toward Self Financing 

The literature indicates that large cor. 
porations have increased their degree of 
financial independence in recent years, 
During the period from January 1, 1940 to 
June 30, 1952, “new funds came to a major 

extent, nearly 60 per cent, from building 
up the net assets—principally by the re- 
tention of earnings. New stock issues sold 
to investors provided only 3 per cent of 
the total funds needed.”*® Additional data 
on the importance of retained earnings in 
the financing requirements of large corpo- 
rations has been gathered by the Federal 
Reserve Board, “With the exception of a 
brief period of transition from military to 
civilian goods production at the end of 
World War II and a moderate inventory 
adjustment in 1949, the period 1939-52 
has been one of almost continuous growth 
in the volume of large company funds 
from operations.”® In the period of time 
that has elapsed since June 30, 1952, the 

above has continued to hold true “these 
two sources—retained earnings and de- 
preciation—were equivalent to two-thirds 
of the total funds utilized in the last two 
years, a slightly larger proportion than in 

5 The National City Bank of New York News Letter, 
“Industrial Expansion and Working Capital,’”’ Decem- 
ber, 1952, p. 143. 

. Anderson, Pes a and Postwar Credit 
Demands of Large C ”” Federal Reserve Bulle- 

“Financing Corporations i in 195 
1952, 2 PP. 638-643; Eleanor J. Stockwell, “Financing oa 
Large tions in 1950,” ibid., August, 1951, 5 pp- 

in Large tion in 1949,” sbid., June, 
1950, pp. 636-642; Charles H. Schmidt, “Industrial 
Differences i in Large Corporation Financing i in 1948,” 
ibid., June, 1949, pp. 626-633. 

the 

| riod 
T 

| has 

| corp 

| but 

emp 

in 

F 

over 
utili 

keep 

in 
of 
fron 

the 
fron 
hold 

sma 
yea 
par 

pa 
acc 
ho 

| tice 
tur 

me 

ext 
m2 

| St 

| pe 
ra 

of 

| fo 

: | be 

t 

ne 

ue 

bi 

B 

be 

C 

D 

a 

} 



the preceding years of the postwar pe- 
riod.’””° 
The data further show that not only 

has there been a drawing away of large 
corporations from the banking system 
but that there has also been more effective 
employment of funds by large companies 
in recent years. 

For the large corporations as a group, more- 

over, there is evidence of both a more efficient 
utilization of liquid assets and a trend toward 
keeping excess working funds more fully invested 
in United States Government securities. The ratio 
of cash holdings to sales has declined steadily, 
from 13 per cent in 1938 to 6 per cent in 1952, and 
the proportion of total liquid assets held in cash 
from 80 per cent to 45 per cent... . Inventory 
holdings, although substantially larger in dollar 
amount now, than before the war, have been 
smaller in relation to sales in each of the past few 
years than in the immediate prewar period. In 
part this reflects the adoption by many com- 

panies of the last-in-first-out (LIFO) method of 
accounting for inventories. Other causal factors, 
however, include more conservative buying prac- 
tices and improved inventory control. These in 
turn have helped to limit large company require- 
ments for additional working capital, and to that 
extent have lessened their demands on the credit 

market. 

Size Differences 

Table 1 has been prepared in order to 
permit comparisons to be made of the 
ratios of various assets to total assets, and 

of various liabilities to total liabilities, 

for corporations in the various asset 
classes indicated. This computation has 
been made only for the year 1950 and 
therefore inter-temporal comparisons can- 
not be made. It is designed, rather, to 
show the changes that occur in the constit- 
uent accounts of industrial corporation 
balance sheets as the size of companies 

” Loughlin F. McHugh, “Financing Corporate 
Business,” Survey of Current Business, April, 1954, p. 14. 
See also, Loughlin F. McHugh and Leonard G. Rosen- 
berg, “Financial Experience of Large and Medium Size 
Manufacturing Firms, 1927-51,” ibid., November, 
1952; Federal Reserve Bulletin, ‘Financing of Large 
Corporations in 1953,” A t, 1954, pp. 812-820. 

Paul S. Anderson, ‘Wartime and Postwar Credit 
nds of Large Corporations,”’ Joc. cit., p. 712. 
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increases and to develop further data on 
self financing. 

Table 1 supports the conclusions above 
that as the size of the corporation in- 
creases the ratio of cash and accounts and 
notes receivable relative to total assets 
declines. In the case of the smallest corpo- 
ration, (the $0-49,999 asset class), these 
three types of assets were 34.6 per cent of 
total assets, whereas in the largest size 
class they comprised only 20.4 per cent of 
total assets. This indicates that larger in- 
dustrial corporations do a better job of 
managing their liquid assets than do 
smaller firms. The ratio of inventories to 
total assets, on the other hand, increased 
until the $500,000-$999,999 asset class 
was reached, and decreased with increas- 

ing size from that position with the largest 
relative reduction in the largest size class. 
Net capital assets showed a pattern just 
the opposite of inventories; the ratio was 
high for the smallest size class, declined 
until the $500,000-$999,999 size class was 
reached, and then increased to the largest 
size class. 

The ratio of investments to total assets 
increased consistently with increasing 
size, indicating that as corporations grow 
in size the proportion of investments to 
assets becomes larger. Of their total assets, 
the largest corporations held 24.5 per cent 
in investments in 1950 while the smallest 
corporations held only 3.3 per cent in in- 
vestments. Here again, the largest relative 
increase in the ratio of investments to 
total assets occurred in the largest com- 
panies. The relationship of increased in- 
vestments to the survival and growth 
hypothesis is obvious. 

The credit sides of the balance sheets 
presented in Table 1 also tend to support 
the self financing hypothesis. Accounts 
and notes payable accounted for 33.2 per 
cent of the liabilities in the smallest corpo- 
rations and decreased through all size 
classifications to 10.0 per cent for the 
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Assets 

ts and notes payable.............. 

Bonds and mortgages payable.............. Surplus and undivided profits less deficit. . . . 
Rate of income or deficit on all equities. ...... 

18.0 17.7 16.7 

17.8 
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(2.9) 
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Source: See Appendix (totals do not add to 100 per cent because original data list only selected assets and liabilities). 

largest companies. That smaller firms have 
to rely much more heavily on trade credit 
is a well known fact. The smaller com- 
panies also had lower inventory-asset 

ratios than the larger ones. This is logical 
in view of the fact that the management 
of a smaller company has a very difficult 
task of allocating insufficient funds to a 
number of equally urgent ends and there- 
fore has to devote a greater amount of 
time to surmounting pressing financial 
problems than does the management of a 
large company. 

Bonds and mortgages payable ac- 
counted for 13.4 per cent of the equities 
of the smallest corporations, declined 
until the $1,000,000-$4,999,999 size class 
was attained, and increased past that 
point. Smaller firms find it more difficult 
to obtain debt financing and are motivated 
by the danger of incurring excessive inter- 
est charges that may become a threat to 
survival even during relatively minor re- 
cessions. In contrast to this, fixed interest 
charges, while they may be large in ab- 
solute amount, are only a small relative 
fraction of total cash needs of larger com- 
panies and hence do not present the dan- 
ger that they do in smaller firms. Table 1 
indicates that the rate of return on equity 
in corporations in the larger size classes is 
16 per cent or more. Since larger firms 
can borrow long-term capital at substan- 
tially lower rates than this, they are in a 
position to tap the capital markets when- 
ever profit expectations are such that 
trading on the equity appears advanta- 
geous. 

The ratio of capital stock to equities 
amounted to 54.7 per cent in the smallest 
size class, declined to 20.9 per cent in the 
$5,000 ,000-$9,999,999 asset group, and 
rose appreciably to 27.1 per cent in the 
largest corporations. The contrast of the 
large firms to the small ones would be even 
more marked if earned surplus since incep- 
tion were reported in the data rather than 
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TABLE 2 

BALANCE SHEET RATIOS FOR SELECTED YEARS, 1937-1952 

Per cent of Total Assets, by Years 

1937 1939 1941 1946 1947 1948 1949 1950 1951 1952 

Assets 
5.9 8.1 8.8 11.4 10.7 9.7 10.2 9.4 9.0 8.7 

Notes and accounts receivable. 12.6 13.1 15.5 14.0 14.5 14.0 13.0 15.4 14.9 15.8 
20.6 19.4 23.1 24.2 24.8 24.9 22.4 23.3 25.3 24.5 

Investments, government obligations 2.1 2.0 3.6 7.4 6.3 6.2 7.6 8.6 7.9 7.0 
Other investments................ 15.0 15.0 11.8 9.8 9.6 9.2 9.2 8.7 8.2 8.2 
Net capital assets (except land). . 38.6 40.6 32.4 28.6 29.9 32.2 33.9 31.2 31.4 32.6 

2.9 2.0 1.8 1.7 1.7 1.5 1.4 1.3 
A eee 5.2 2.1 2.0 2.6 2.3 2.1 1.9 1.8 1.8 1.9 

Total assets 100.0 100.3 100.1 100.0 99.9 100.0 99.9 99.9 99.9 100.0 

Per cent of Total Liabilities, by Years 

1937 1939 1941 1946 1947 1948 1949 1950 1951 1952 

Bonds, notes, mortgages payable 
(maturity less than one year) . 4.7 3.9 4.0 

Bonds, notes, mortgages payable 
ole more than one year). . 8.8 9.3 8.1 

Capital stock, 10.2 10.0 7.9 
Capital stock, 36.4 35.3 28.5 
— surplus reserves and undi- 

27.4 29.5 32.8 

Total liabilities............... 100.0 100.0 101.1 

9.5 9.8 9.4 8.2 9.2 9.1 9.5 

3.6 3.4 3.2 2.5 3.2 3.8 3.9 

8.2 8.9 9.7 9.9 8.7 9.8 11.4 
8.5 9.0 8.7 7.5 10.4 12.1 10.9 
6.5 6.1 5.6 5.6 4.7 4.3 4.0 

24.6 23.2 22.0 22.5 20.4 19.2 18.7 

39.1 39.5 41.5 43.6 43.4 41.7 41.6 

100.0 99.9 100.0 8 100.0 100.0 100.0 

Source: See Appendix (Totals do not add to 100 per cent due to rounding). 

the division of equities for a given balance 
sheet date. In other words, large corpo- 
rations tend to employ stock dividends to 
a greater extent than do small ones and 
we have no way of knowing just what part 
of the common stock that appears in the 
aggregate data really represents formal 
capitalization of retained earnings, al- 
though we know that it is quite signifi- 
cant. 

The sharpest reduction in the common 
stock-equity ratio occurred between the 
first two size classes; the spread between 

firms in the $100,000-$249,999 class and 
the largest class was only 4.1 per cent 
whereas the difference between this class 
and the smallest class was 23.5 per cent. 
This, along with the fact that all size 
classes with the exception of the smallest 
had positive earnings, indicates that small 
size need not be a bar to profits. It also 
appears that a degree of financial in- 
dependence can take place while a com- 
pany is still relatively small. 

Retained earnings accounted for 12.6 

per cent of equities in the smallest group, 

rose rapidly to 49.8 per cent in the $5,000, 
000-$9,999,999 asset class and then de- 
clined to 42.8 per cent in the largest com- 
panies. Again, it was the smallest firms 
that had, not only the lowest ratio of re- 
tained earnings to equity, but also the 
lowest rate of profit on equity. When a 
firm has assets over $1,000,000, its opera- 
tions are almost as profitable as those of 
larger firms and it is well on the way to 
becoming a self financing institution. 
Beyond this point, management has con- 
siderable leeway in determining the dis- 
tribution of net profits. The rate of return 
on equity is high enough in most large cor- 
porations so that they can grow at a 
planned rate and pay cash dividends with- 
out having to resort to outside sources of 
capital except in special cases. 

Balance Sheet Changes Over Time 

In Table 2, the Statistics of Income data 
for three prewar years and five postwar 
years are presented in relative form. For 
each year, each asset and liability (equity) 
account has been shown as a percentage 
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TABLE 3 

BALANCE SHEET RaT10s FOR SELECTED YEARS, 1937-1952* 

1937 1939 1941 1946 1947 1948 1949 1950 1951 1952 

Assets 
CE 100 139 187 336 362 359 384 407 443 449 

Notes and accounts receivable less reserves.. 100 106 155 193 230 244 229 311 343 384 
Inventories.......... ail aeckvames 100 96 141 203 241 265 243 288 356 
Investments, government obligations... . 100 101 222 626 617 659 824 1066 1114 1038 
Other investments. thekadiamd secchiens- ae 102 98 112 128 133 135 147 158 168 
Gross capital assets (except land) less reserves 100 108 116 141 171 201 215 227 258 284 

-- 100 95 102 105 106 111 109 
Other assets..... ‘ 100 40 47 85 87 88 82 88 99 109 

100 102 126 173 200 218 222 254 289 307 

ities 
Accounts payable.... j 100 103 136 196 233 244 217 277 313 347 
Bonds, notes, mortgages payable: 

Maturity less than one year) 100 84 107 135 148 148 120 177 237 253 
Matar 1 year or more).............-. 100 107 116 161 202 240 250 250 322 395 

Other liabilities............... cheeses cae 89 295 354 434 460 8 846 807 
Capital stock, preferred................... 100 100 98 111 120 119 122 116 121 113 
Capital stock, common..............65++5. 100 99 98 117 127 132 137 142 152 157 
a sccneascccapasaccees ‘SP 100 186 262 290 298 277 295 318 296 
Surplus and undivided profits less deficit.... 100 95 124 209 247 288 315 361 394 421 

102 126 173 200 218 222 254 289 307 
* 1937 = 100 per cent. 

Source: See Appendix. Note: Where a particular account did not appear in 1937 data, the base year selected is the year the item was first 
included. 

of total assets and total liabilities (equi- 
ties). For example, cash amounted to 5.9 

per cent of total assets in 1937, 11.4 per 
cent in 1946, and 8.7 per cent in 1952. For 
reasons of space the relative data for more 
prewar years were not developed, but it is 
felt that enough years are included to indi- 
cate important trends in aggregate corpo- 
ration balance sheets. 

Table 3 has been prepared to serve as a 
supplement to Table 2. It illustrates the 
relative growth from the base year 1937 of 
the various asset and liability accounts in 
a more striking way than does Table 2. 
It can be used to make growth compari- 
sons that are not evident from an analysis 
of Table 2, since it shows the increases and 
decreases from the base year. 

Both Table 2 and Table 3 offer con- 
siderable evidence supporting the self 
financing hypothesis. Especially signifi- 
cant are the changes that took place be- 
tween 1937 and 1952 in the composition of 
assets. According to Table 2, current assets 

in 1937 were 41.2 per cent of total assets 
while fixed assets amounted to 58.8 per 
cent of total assets. By 1952, this ratio 
was almost reversed with current assets 

accounting for 56.0 per cent of all assets 
and fixed assets constituting 44.0 per cent 
of total assets. Reference to Table 3 in- 
dicates that the rate of growth of current 
asset items has exceeded the rate of growth 
of total assets while the opposite is true of 
fixed assets. 

No attempt has been made to adjust the 
data by a price index. There is no question 
that net capital assets are undervalued in 
terms of present-day replacement costs. 
This is brought out quite clearly in Table 
3. In real terms, the ratios in Table 2 are 
therefore somewhat misleading. As his- 
torical costs catch up with replacement 
costs, the fixed asset ratio will tend to rise. 
On the other hand, increasing liquidity in 
the current asset area will tend to offset this 
tendency. As a result of these two counter- 
acting tendencies, it seems safe to say that 
the two ratios will continue to fluctuate 
somewhat in the future, but that the post- 
war rather than the prewar relationships 
will continue to prevail even after fixed 
asset acquisitions catch up with the pres- 
ent price level provided there is no rapid 
surge in the rate of automation in the 
future. 
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Accounts and notes payable do not ap- 
pear to have shown any appreciable 
change during the sixteen year period— 
their rate of growth was only a little 
greater than the aggregate increase in all 
liabilities. Much more significant in the 

current liability area has been the in- 

crease in “other liabilities.” Since these 

represent accruals of payroll taxes and 
similar items, it is easy to understand the 
growth in this category during a period 
when government regulations over indus- 
trial corporations multiplied very rapidly. 

Especially interesting to observe are the 
changes that have taken place in the 
equity section of the aggregate balance 
sheet of American industrial corporations 
between 1937 and 1952. Preferred stock 
financing typically stages a comeback 
during periods of prosperity because it 
permits trading on the equity with less 
risk than is the case with bonds.” How- 
ever, Table 2 indicates that the ratio of 
preferred stock to total liabilities and 
equities combined has shown a continuous, 
relative downward trend since 1937. In 
that year, the proportion of preferred 
stock to total liabilities and equities was 
10.2 per cent and by 1952 it had decreased 

to 4.2 per cent of all balance sheet credits. 
Table 3 shows that the absolute amount of 
preferred stock outstanding at the end of 
1952 was only 13 per cent more than in 
1937, 

During the years under study, long-term 
indebtedness increased from 8.8 per cent to 

11.4 per cent of combined liabilities and 
equities. Combining this ratio with the 
one for preferred stock indicates that, 
despite its a@ priori advantages, trading on 
the equity has shown a relative over-all 
decline in recent years. The fact that long 
term indebtedness increased in 1951 and 
1952, during a period of partial mobiliza- 

Donald A. Ferguson, “Recent Developments in 
Preferred Stock Financing,” The Journal of Finance, 
(September, 1952), p. 449. 
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tion when excess profits taxes were in ef- 
fect, tends to confirm the earlier observa- 
tion that debt and preferred stock financ- 
ing are employed to supplement internal 
financing when the desired rate of growth 
is greater than the rate that can be in- 
ternally financed. 

According to Table 2, the ratio of com- 
mon stock to total balance sheet credits in 
1937 was 36.4 per cent. By 1952, this ratio 
had decreased to 18.7 per cent. During the 
same time, the ratio of retained earnings 
grew from 27.4 per cent in 1937 to 41.6 per 
cent in 1952. The relative increase in the 
latter ratio is very significant when com- 
pared to the absolute increases in total 
equities that occurred during the period 
as indicated by Table 3. 

The reader should bear in mind that the 
contrasts between earlier and later years 
are reduced because large amounts of stock 
dividends have been charged to earned 
surplus and credited to common stock. 
The relative differences over time would be 
even more striking if increases occurring in 
retained earnings appeared in that account 
rather than in common stock as is the case 
when stock dividends are made. 

CONCLUSION 

The evidence indicates that American 
industrial corporations are relying to an 
increasing extent on internal sources for 
both long term and short-term capital. As 
this practice has become increasingly prev- 
alent, it has resulted in radical changes in 
the character of the corporation. Increas- 
ing liquidity has become an imperative to 
additional growth. In order to assure the 
survival and growth of the company, the 
management has been forced into diversi- 
fication of product line. This diversifica- 
tion has provided both an outlet for the 
internally generated funds and a means 
of insuring the survival as well as the 
growth of firm by assuring a steadier flow 
of funds than if only one product were 
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manufactured. At the same time, diversi- 
fication has provided a continuity in the 
flow of funds by separating the indefinite 
or indeterminate period of existence of the 
firm from dependence on the life of a 
particular product which may cover a 
much shorter span of time 

The growth and survival motives as ex- 
pressed by self financing also undoubtedly 
go a long way toward explaining the post- 
war merger movement. To expand, a firm 
can either develop its own products 
through research or acquire smaller com- 
panies whose products are complementary 
in one way or another to its own. In any 
case, merger serves the purposes of both 
companies concerned. For the company 
that is absorbed, the merger solves the 
working capital problem. For the absorb- 
ing firm, the merger is an outlet for liquid 
funds that must be put to work earning a 
return. 

In a similar way, the increasing trend 
of industrial corporations toward research 
and product diversification can be related 
to self financing. Survival and growth are 
closely allied to the concept that the prod- 
uct the corporation has to sell is the 
“capacity to produce.” From the view- 
point of the firm, new products must be 
constantly developed if the capacity to 
produce is to be fully utilized. To carry out 
this concept, the least restraint on man- 
agement flexibility is an internally gen- 
erated flow of funds. To put it another 
way: 

The effect of innovation on big business as an 
economic institution is far-reaching. As the cor- 
poration is less and less committed to a specific 
product line, it acquires more of the character 
of an operating investment trust. It becomes en- 
gaged in rationing the use of capital and in that 
process it also becomes involved in the allocation 
of employment." 

One factor which Professor Avery men- 

4 A. D. H. Kaplan, Big Enterprise in a Competitive 
System, (Washington, D.C.; The Brookings Institution, 
1954), p. 194. 

tioned in his paper as affecting the ratio 
of fixed assets to total assets was the stage 
of technology in the economy. The trend 
toward automation in the United States 
has been increasing since the end of the 
Korean War. Automation, in turn, implies 

an increasing investment in machinery 
and equipment. Unfortunately, the data 
used in this study are not recent enough to 
indicate whether the fixed asset-total asset 
ratio has begun to climb upward. Fur. 
thermore, the recently approved deprecia- 
tion methods will undoubtedly tend to 
distort the net capital asset balances ap- 
pearing in the Statistics of Income at least 
during the first few years. 

Professor Avery also discussed the busi- 
ness cycle and the stability of the price 
structure as having a bearing on the fixed 
asset-total asset ratio. Again, the data 
used in this paper are obsolete as far as 
this question is concerned. Currently both 
interest rates and prices are at very high 
levels. Despite the reluctance of corporate 
managements to “dilute” stockholder 
equities, an increasing amount of equity 
financing has taken place during the last 
year or two. As indicated earlier, many 
firms that have maintained self financing 
policies for years have recently begun to 
obtain long-term loan commitments from 
the commercial banks. These factors have 
caused changes in equity and liability 
ratios of which we are not yet aware be- 
cause of the unavailability of the data in 
the Statistics of Income. 

Finally, the present study suggest that 
funds statements, both at the level of the 
individual company and in the aggregate 
for all industrial companies, are necessary 
if we are to continue to trace the course of 
self financing and its impact on the econ- 
omy. Balance sheet analysis, of the kind 
that has been attempted here, is at besta 
very crude method of analysis. The role of 
large corporations in our society as invest- 

“ Loc. cit., p. 438. 
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ment trusts or self financing organizations 
is important enough so that increasing 

attention should be paid to the sources and 
applications of the funds of these largely 
self-contained “capital markets.” 

APPENDIX 

The Statistics of Income, which are the 
basis for Tables 1 and 2, are released an- 
nually by the Internal Revenue Service of 
the United States Treasury Department. 
The tables in this paper are based on all 
industrial companies that submitted bal- 
ance sheets with their federal income tax 
returns. The release date is usually four 
years after the year to which the data re- 
late. For this reason they are somewhat 
unsatisfactory since they are rather far re- 
moved from the current scene. On balance, 
this disadvantage is offset by the fact that 
they are very comprehensive since they 
include data for all industrial corpora- 
tions that submit balance sheets with their 
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annual income tax returns. Another dis- 
advantage is that the data for 1951 and 
1952 ‘are preliminary and therefore sub- 
ject to change. However, any changes that 
are made in the data for these two years 
will probably be relatively minor. 

Due to limitations of space, the original 
data, which appear in absolute form, have 
not been incorporated into this paper. 
Those readers who desire copies of the 
original worksheets may obtain them by 
referring to the writer. 

Source for Table 1 data is Table 6, Part 2, pp. 192- 
193, Statistics of Income, 1950. 
Sources for Tables 2 and 3 are as follows: 

1937 Statistics of Income, Part 2, Table 4, p. 71 
1939 Statistics of Income, Part 2, Table 4, p. 115 
1941 Statistics of Income, Part 2, Table 4, p. 104 
1946 Statistics of Income, Part 2, Table 4, p. 148 
1947 Statistics of Income, Part 2, Table 4, p. 128 
1948 Statistics of Income, Part 2, Table 4, p. 132 
1949 Statistics of Income, Part 2, Table 4, p. 118 
1950 Statistics of Income, Part 2, Table 4, p. 116 
1951 Statistics of Income, Part 1, Table 3, p. 221 

(Preliminary 
1952 Statistics of Income, Part 1, Table 2, p. 19 

(Preliminary) 
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A LOOK AT ACCOUNTING PRINCIPLES USED BY 
OIL AND GAS PRODUCERS 

Horace Brock 

Associate Professor, North Texas State College 

VER a period of years generally ac- 
@ cepted accounting principles have 

evolved which most of us recognize 
and attempt to observe, even though we 
may feel that some of them should be 
modified or revised. Usually these prin- 
ciples are deemed to be applicable to busi- 
ness activities in general and thus are ap- 
propriate for all industries. 
Many accountants wonder if sweeping 

modifications of these principles might be 
desirable to fit the needs of a particular 
segment of business or an industry as a 
whole. It is recognized that peculiarities of 
certain situations place an industry be- 
yond the “generally accepted” realm and 
in a category apart. Nowhere is this argu- 
ment more widely used than in the pe- 
troleum industry where the “risk” in- 
volved makes most accounting and man- 
agement personnel  ultra-conservative. 
Also, special income tax considerations for 
oil and gas producers have tremendously 
enhanced the feeling of uniqueness prev- 
alent among oil companies. 

The resulting tendency to disregard 
generally accepted accounting principles 
was graphically indicated by a survey 
made of accounting policies and practices 
followed by sixty-one oil companies in 
this country in dealing with costs of ac- 
quiring and developing oil and gas prop- 
erties. The study revealed an amazing 
inconsistency in the industry and in some 
cases apparent disregard for financial ac- 
counting principles, The wide variations 
among companies in accounting for similar 
transactions could be classed as nothing 
short of astounding, and, strangely enough, 
each individual practice is regarded by its 
proponents as being the correct one. 

Before pointing out some specific ex- 

amples of what may seem to many of ust 
be unwarranted inconsistencies within the 
industry in accounting for leasehold, ex. 

ploration, and development costs, we shall 
outline some of the basic points which 
must be considered in selecting from the 
various optional practices a proper ac. 
counting treatment for most situations 
arising in the petroleum producing bus 
ness. Each oil producer places emphasis on 
some one consideration, which, more than 

any other, determines the company’s ac- 
counting policies and principles. However 
omnipotent this one consideration may be, 
though, the firm cannot completely ignore 
other factors which are also of prime im- 
portance. Five of these factors are: (1) 
federal income tax considerations, (2) 
practicality and simplicity, (3) conserva- 
tism, (4) consistency, and (5) theoretical 
correctness. 

Federal Income Tax Considerations 

Probably the most important determi- 
nant of accounting policy today for the 
petroleum industry is the Internal Rev- 
enue Service which dictates the account- 
ing treatment to be used for federal tax 
purposes in nearly every transaction. 

These tax requirements exert strong in- 
fluence on financial accounting in three 
important ways: 

(1) First, and probably most important, 
is the need for (or lack of need for) dupli- 
cate records for financial and tax purposes. 
The keeping of two partial sets of records 
is an expensive proposition, especially in 
these days when we pay a beginning 
clerk more than $300 per month. 

(2) Second, the desire to have added 
basis for argument may lead the firm to 
follow a practice for financial accounting 
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that it does not really believe to be correct, 
simply because it has done the same on the 
tax return. This frequently happens in 
cases where no hard-and-fast tax rule has 
been established. If the producer has 
adopted a treatment for financial account- 
ing as well as for tax purposes, he has an 
added argument in the event it is ques- 
tioned by the Service. 

(3) A third effect of income tax require- 
ments is felt in those situations where no 
great conflict between the opinion of the 
taxpayer’s accountants and the required 
handling exists, or in some cases where 
there is a great deal of support for several 
possible treatments of a transaction. In 
such cases, the company may adopt the 
tax method simply for convenience and 
simplicity. 

Practicality or Simplicity 

A question of prime importance is the 
practicality of the accounting policy se- 
lected. Emphasis must be placed, es- 
pecially during the present period of high 
costs, upon the ease of administration of 
the accounting treatment given any trans- 
action. Policies and methods that require 
extra hours of detailed analysis and calcu- 
lation, no matter how correct theoretically, 
must be weighed to determine whether the 
benefits to be gained are worthy of the 
extra costs involved in following them. 

Conservatism 

Conservatism seems to be one of the 
cornerstones of petroleum accounting. An 
essential of good accounting is that worth- 
less assets shall not be assigned large carry- 
ing values in the accounts. Some producers 
allow conservatism to dominate their en- 
tire accounting policy, and especially is 
this evident in a few closely-held com- 
panies and in individually owned firms. 
Such firms do not face the task of satisfy- 
ing a large number of stockholders, who, 
having little knowledge of accounting, are 
impressed by large asset values and book 
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profits. Conservatism is apparent, too, in 
the large major firms which are well estab- 
lished and are not primarily interested in 
showing increased growth in the financial 
statements from year to year. 

Consistency 

Consistency has two virtues to recom- 
mend it. First, to present a fair and ac- 
curate financial picture, accounting must 
be performed on a basis consistent with 
that of the preceding year. Second, the 
abandonment of one accounting policy 
and adoption of another necessitates the 
adjustment and correction of records, with 
particularly great problems encountered 
when large amounts are involved in the 
change. 

Theoretical Correctness 

On first glance, it may appear that the 
petroleum industry has drifted away from 
the criterion of theoretical correctness in 
choosing its accounting policies. A closer 
look, however, may indicate that there is 
no complete body of principles generally 
accepted as theoretically correct for the 
industry. There are hundreds of items en- 
countered by producers on which an 
honest difference of opinion exists among 
accountants. There may be such a division 
of thought regarding some transactions 
that three or more solutions, (as will be 
seen later, 15 in one case) each supported 
by valid arguments, may be advocated. 

These five considerations: tax require- 
ments, practicality, conservatism, con- 
sistency, and theoretical correctness should 
be kept in mind as some of the specific 
areas of conflict are presented below. 

SOME EXAMPLES OF LACK OF STANDARD- 

IZATION 

Data was obtained from 61 oil com- 
panies that produced about 1,500,000,000 
barrels of oil in 1953, or over 60 per cent of 
the nation’s total for that year. Account- 
ing policies are presented with respect to 
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four or five wide categories of items. These 
are only a few of the important ones on 
which a great deal of difference of opinion 
exists and which point out the need for 
establishment of a body of generally ac- 
cepted accounting principles for the in- 
dustry. Although it is usually recognized 
that all costs incurred in acquiring a pro- 
ductive asset should be capitalized, this 
principle is partially ignored by oil ac- 
countants, as illustrated below. 

Geological and Geophysical Exploration 
Costs 

In searching for oil and gas reserves, 

tremendous sums are spent for geological 
and geophysical exploration. This is one 
of the most interesting areas of petroleum 
accounting and one in which a wide di- 
versity of opinion exists. There are three 
theoretical views that might be taken, al- 
though space does not allow presentation 
of arguments supporting each. These are: 

1. Expense all exploration costs. (This 
is followed by about 35 per cent of the 
firms that carry on exploration activities.) 

2. Capitalize only those exploration 
costs that can be attributed to the dis- 
covery and development of specific oil 
and gas reserves. (This is followed by 
about 65 per cent of the companies.) 

3. Capitalize all exploration costs, re- 
gardless of results. (None of the firms do 
this at present.) 

Briefly, the accounting treatments given 
“gs and g”’ costs may be summarized as: 

1. Where payments are made to outside 
exploration firms for making surveys, 38 
of the 61 companies (about 62 per cent) 
capitalize costs of work that leads to re- 
serves, while 22 charge to expense all such 
costs regardless of outcome. One company 
conducts no exploration. It is particularly 
interesting to observe that among 35 
smaller companies, thirty (or about 85 per 
cent) capitalize a part of “g and g” costs. 

2. When exploration work is performed 

by the operators’ own staffs, there is a 
greater tendency to expense the costs. In 
this case, 44 firms (or about 72 per cent) 
expense all costs, while only 14 (or about 
23 per cent) make any attempt to capital- 
ize any part. Three firms have no explora. 
tion crews. 

There are a number of reasons why more 

companies expense costs of their own 
staffs than costs of outside surveys, but 
basically these are: (1) costs of one’s own 
staff will be relatively fixed, (2) it is harder 
to allocate costs, and (3) income tax con- 
siderations. 

The degree of controvery present in the 

industry regarding the proper accounting 
treatment to be given geological and 
geophysical exploration costs can be illus- 
trated by the case history of one of the 
larger companies that have given intense 
consideration and a great deal of research 
to problems involved. This major operator 
has changed its policy with regard to these 
items four times since 1930, as summarized 
below. 

First period: Prior to 1934, all leasing 
and exploration costs were expensed in 
full. 

Second period: During the years 1934 
through 1939, all leasing and exploration 
costs were capitalized, but were not allo- 
cated to specific leases. The amount to be 
amortized yearly was determined by the 
ratio of net production during the year 
to estimated total net recoverable re- 
serves. 

Third period: From 1940 through 1943, 
a portion of leasing and exploration costs 
were capitalized. The amounts capitalized 
were those associated with specific lease 
acquisition and development. During this 
period, the costs applicable to 1934 
through 1939 (when all costs had been 
capitalized) were amortized on the basis of 
production on each lease. 

Period four: To bring financial account- 
ing records into agreement with tax re- 
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cords, from 1944 through 1947 some addi- 
tional costs were capitalized as required. 
Effective in January, 1944, the method of 
amortization of capitalized costs was 

changed to a flat sum per barrel. 
Fifth period: Since 1948 all leasing and 

exploration costs have been expensed 
(back where we started). On January 1, 
1948, the unamortized balance of costs 

capitalized from 1934 through 1939 was 
written off. In each year, 1948 and 1949, 
one-half of the costs capitalized between 
1940 and 1947 were written off. 

It is obvious that not only do we have a 
division of ~ninion among companies, but 
within indiviu. ! firms. 

Intangible Drilling Costs 

A very large per cent of the costs of an 
oil company are incurred in drilling oil 
wells and developing leases. Those costs 
of labor, drilling, contact work, etc. which 
in themselves have no salvage value are 
referred to as “intangible drilling and 
development costs,’ or more simply, 
“IDC.” The IDC of one well may run into 
hundreds of thousands of dollars. 

It was surprising to find that 15 (or }) 
of the 61 companies expensed IDC of even 
producing wells. Naturally, conformance 
with tax practice was the big reason for 
doing so, although many petroleum ac- 
countants argue that the costs of drilling 
even a productive oil well may not result 
in sufficient income to recover the ex- 
penditures. There seems to be little justi- 
fication for expensing the intangible costs 
of drilling a productive well. What would 
happen if one were to suggest to an ac- 

countant that the builder of a factory 
building should charge to expense all the 
costs of labor, depreciation of equipment, 
etc., and capitalize only direct costs of 
materials? 

Of course, if the well drilled proves to be 
a “dry-hole” there is legitimate ground for 
charging the intangible costs to expense, a 
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practice followed by 56 of the 61 com- 
panies. 

Amortization of Undeveloped Leases 

In order to find profitable oil reserves, 
it is necessary to acquire leases on many 
acres of land which will later be surren- 
dered because they prove to be unsuitable 
or non-productive. It is probably a con- 
servative estimate that less than 10 per 
cent of all acreage leased is retained by oil 
companies for development. As a result, 
many accountants feel that the costs of 
undeveloped properties should be amor- 
tized by periodic charges to expense. There 
are really some debatable problems in- 
volved in leasehold amortization, although 
only 13 of the 61 companies (a little over 
20 per cent) amortize leasehold costs at 
the present. Many others would like to do 
so, but feel that practical difficulties in- 
volved are too great. Actually, the prac- 
tical problems may be easily solved if the 
lease-unit basis of amortization is aban- 
doned. 

Free-Well Agreements 

In the study, a simple “‘free-well’’ agree- 
ment, a common contract in the industry, 
was presented. Under this arrangement, an 
individual who owns a lease assigns an 
undivided interest in the lease to another 
individual for a consideration on the 
latter’s part to drill and equip one well 
(or more) free of charge to the assignor. 
Each party, then is to have an undivided 
interest in the lease, equipment, and pro- 
duction. 

It may be surprising to realize that 15 
different methods were given by which the 
agreement would be handled—something 
of a record. 

ACCOUNTING PRINCIPLES RELATED TO 

COMPANY SIZE 

Throughout the study, it was observed 

that smaller companies tend to capitalize 
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more items of cost while larger operators 
tend to be more conservative. This seems 
to be due to a number of factors, among 
which are: 

1. Smaller operators tend to follow tax 
requirements more closely, which requires 
capitalization of more items. 

2. Most of the larger companies pur- 
posely place greater emphasis on con- 
servatism while some smaller companies 
seek to show growth figures—larger assets 
and profits. 

3. Because smaller companies have 
fewer leasing transactions, etc., the de- 
tailed work involved in allocating costs 
and maintaining detailed records is not so 
great as in larger ones. 

4. Many of the payments are small and 
hence regarded as individually immaterial 
by larger companies, while they may be 
considered as important amounts by 
smaller operators. 

THE NEED FOR STANDARDIZATION 

What can be done about this wide diver- 
gence of practice? And, why should it be 
done? Let’s examine the second question 
first. 

From the viewpoint of both individual 
oil companies and the public, a greater 
degree of uniformity appears to be de- 
sirable. Adoption of a basic set of account- 
ing principles by the industry would allow 
stockholders and other users of financial 
statements to make more valid compari- 
sons of the financial positions of the pro- 
ducers. With the existing variety of treat- 
ments being followed, it is difficult, if not 
impossible, to make any satisfactory com- 
parison of published reports of oil com- 
panies. 

Greater unformity would be a value to 
the industry also, because it would permit 
the direct comparison of operating statis- 
tics of one producer with other companies. 
This could assist management in making 

operating decisions and in cost control, 
Considerable emphasis has been placed 

on the desirability of greater similarity by 
the American Petroleum Institute which 
has drawn up a “Uniform Chart of Ac 
counts” for oil producers. The Institute 
has also shown its interest in making 
available a larger volume of information 
on accounting practices in the industry and 
achieving greater standardization by con- 

sidering, several years ago, an extensive 
research project designed to determine 
what policies were being followed by its 
members, and why. However, the project 
was abandoned. 

Granting that a higher degree of stand- 
ardization in petroleum accounting is de- 
sirable, it follows that the most effective 
way by which this can be brought about 
is the dissemination of information among 
oil companies and accountants. This could 
be partially accomplished by direct ex- 
change through the trade associations, 
especially the American Petroleum Insti- 
tute, the Independent Petroleum Associa- 
tion of America, and Petroleum Account- 

ing Societies. However, a natural reluc- 
tance on the part of companies to reveal 
information to competitors may make 
such a plan unworkable. Also, the direct 
exchange of data would probably attract 
the attention of federal officials, always 
with the possibility of arousing anti-trust 
action. 

Pressure on the part of public account- 
ants and auditors could probably en- 
courage some degree of standardization, 

although the present tendency is for them 
to accept principles of accounting for oil 
operators that they would not accept for 
other business enterprises. Renewed em- 
phasis in college accounting courses, espe- 
cially in petroleum accounting courses, on 

correct principles, may in the long run 
bring about desirable results. 

In summary, it appears that petroleum 

accountants have not been given a clear 
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picture of the industry as a whole, but are 

restricted in their views to the accounting 

policies and particular practices of the 

company of which each is a part. The lack 

of knowledge of accounting methods of 

other companies is not a result of absence 

of interest and desire on the part of ac- 

countants, but is due to the dearth of in- 

formation available, Petroleum account- 

ants should think seriously about the 

somewhat helter-skelter pattern of ac- 

counting for costs of finding oil, and if they 

see better methods or policies being used 

by another company, should claim these 

for their own, even though the change-over 

problems are troublesome. Such action 

may eliminate the feeling on the part of 

many members of management that ac- 
counting contributes nothing to the suc- 

cess of the enterprise, but serves only to 

measure the contribution of other activi- 

ties. At least it is worth a try. 
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BUSINESS COMBINATIONS 
WILLIAM J. SCHRADER 

Associate Professor, Pennsylvania State University 

Te April, 1957, issue of the Journal of 

Accountancy contained a proposed 
“alternate view” by George O. May 

to Accounting Research Bulletin No. 48, 

“Business Combinations.” The comments 
which follow were evoked by his article. 

Mr. May’s View 

The basic assumption implicit in Mr. 
May’s article is that the business which 
“emerges” from a combination of pred- 
ecessor businesses under conditions in- 
cluding combination (May would prefer 
“exchange’’) of interests of their owners 
constitutes a mew accounting unit. 

Relying on this assumption he directs 
most of his attention to “the really im- 
portant question [which] is what monetary 
ascriptions should be given to existing 
capital assets on the books of the emerging 
corporation.” He introduces as relevant to 
this question three areas of investigation 
by previous Committees on Accounting 
Procedure, citing a letter to the executive 

committee of October 20, 1945; ARB 23 

and chapter 10(b) of ARB 43; and ARB 
24 and chapter 5 of ARB 43. 

His evaluation of the related problem of 
reporting stockholders’ equity is limited as 
a consequence of his view that disposition 
of retained earnings or deficits of con- 
stitutent companies “‘is in itself a question 
of minor importance.” 

Mr. May’s conclusions about ‘“mone- 
tary ascriptions” in the accounts of the 
combined business can be summarized as 
follows: 

1. Assets should be presented at their 
values at the time the combination is 
legally effected. 
a. Their values are not affected by 

“original cost’’—or carrying value 
to prior owners of the assets. 
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b. They are affected by the amount 
of tax deduction which the assets 
make available. 

. Their values, in the case of type 
(b) intangibles, should not be per. 
mitted to affect subsequent peri- 
odic income measurement. 

. Retained earnings or deficits of the 
constituent companies should not be 
carried forward. How liabilities and 
stockholders’ equity should be shown 
he does not otherwise say. 

Choice of the Accounting Entity 

The fundamental accounting problem 
in the business circumstances described by 
ARB 48 and by Mr. May is selection (or 
definition) of the entity, or unit of or 
ganized activity, to which the accounts are 
to relate. 

Mr. May does not state precisely what 
unit he prefers, but it might be the corpo- 
ration as a legal entity. He notes, for 
example, immediately after contrasting 
the enterprise with the corporation that 
“it would be both impractical and un- 
desirable to attempt to apply the ‘enter- 
prise’ concept to corporate accounting 
outside the regulated areas.” 

If the corporate entity were his choice 
for an accounting entity, his ‘alternate 
view” would be applicable only in case of 
consolidation, where a newly-chartered 
corporation succeeds the constituent com- 
panies. The only evidences that he con- 
templates such a limitation are scattered 
references in his article to the “new” 
company, the “new” taxable unit, or 

“new” corporate entities emerging from 
combinations or reorganizations. 

Opposing such an interpretation of his 
view is the fact that Mr. May does not 
disclaim applicability of his view to the 
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same areas covered by the Committee on 
Accounting Procedure. It will be recalled 

that its ARB 48 applies to any of several 
legal forms for combining businesses, 

“such as a merger, an exchange of shares, 
a consolidation, or an issuance of stock for 

assets and businesses.” 

If the corporate entity is not Mr. May’s 
exclusive choice for an accounting entity 

then one may wonder if his disparagement 
of the ‘enterprise’ concept is not largely 
pragmatic and limited to the context of 
original-cost and public utility accounting, 
in spite of his contrary view quoted above. 

Such an interpretation of his position 
seems reasonable. It is consistent with the 
accounting concept in quasi-reorganization 
of an “enterprise’’ (distinguished from the 
continuing legal entity) which takes a new 
start; Mr. May cites with apparent ap- 
proval the accounting procedure for im- 
plementing this concept. Furthermore he 
seems impressed by the view he attributes 
to Adams and others that “the monetary 
ascriptions on which charges against fu- 
ture revenue are to be based should be 
revised periodically,’ perhaps as often as 
every fifteen years. Subject to possible 
exception if he has in mind revalorization 
of recorded figures exclusively to reflect 
changes in the purchasing power of the 
standard of value, this view would effec- 
tively replace the corporation as the 
accounting entity by a succession of fif- 
teen-year-long “enterprises” or ventures. 
The point to be made is that. Mr. May 

appears to be advancing as the relevant 
accounting unit a narrow conception of 
the “enterprise”: one succeeding the par- 
ticipating companies in a business com- 
bination. 
By contrast, the Committee on Account- 

ing Procedure (after carefully denying 
that the nature of the /egal entity is rele- 
vant) advances another conception of the 

“enterprise”: one of which the constituent 
companies were and are simply components 
or divisions. This concept of the account- 

ing unit is stated in ARB 48 in another 
form; and it is necessary to the conclusion 
in that bulletin that previously recorded 
asset and earned surplus balances should 
be continued and fused, and that com- 
parative statements of operations covering 
periods prior to the combination might 
include the operations of both constituent 
companies. 

It is interesting that, in excepting com- 
binations of corporations of markedly dis- 
proportionate sizes, both the committee 
and Mr. May admitted a third conception 
of the accounting “enterprise”: one co- 
extensive with the dominant legal entity. 
It is submitted further that one could 
just as easily conceive the alternative situ- 
ation in which the legal entity of the other 
participant in the combination was pre- 
served (as sometimes happens) and deemed 
to correspond with the accounting ‘“‘enter- 
prise.” 

Thus it follows that, given sufficient 
justification, accounting could reflect the 
activities of any of several “enterprises” 
which easily could be defined. Four of 
these possibilities are illustrated in the 
accompanying diagram. Obviously, these 
possibilities could be compounded if more 
than two companies were participating in 
the combination. 

IV 

Alternative Concepts after a Business Combination 
of the Accounting Entity 

Each of the illustrations is interpreted 
as follows: 
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(1) The horizontal scale represents time. 
(2) The bisecting vertical line repre- 

sents the date the combination is given 
legal effect, and separates past from future. 

(3) The quarters a and b represent the 
previously recognized enterprises or en- 
tities associated with participating com- 
panies A and B, respectively. 

(4) The area AB enclosed by solid lines 
represents the entity selected or defined at 
the time of the combination as the con- 
ceptual basis for the accounts in the future. 

Mr. May’s concept is illustration I. He 
treats the date of the combination as the 
beginning of an accounting enterprise— 

with no account history—faced with an 
urgent need for monetary ascriptions for 
the assets (and presumably creditor and 
stock interests) which it acquires. 

The committee’s concept in the case of 
a “pooling of interests” is illustration IT. 
To it the date of combination is only the 
occasion for integrating in one formal set of 
accounts accumulated transactions statis- 
tics previously maintained in two sets. 
Previously recognized entities a and b 
are deemed (and this presumably on in- 
formed judgment) to be complementary 
parts of entity AB. By this conceptual 
exercise, a history of transactions is attrib- 

uted to AB; therefore it need not resort to 

“new” monetary ascriptions for its assets 
and equities. 

Illustrations III and IV are alternate 
forms for a single concept; it is the tradi- 
tional concept of merger. The continuing 
enterprise AB is deemed to have a past 
coinciding with that of one participating 
company, but not both. Conventionally 
the choice was affected by the legal form 
in which a combination was effected, the 

basic accounts of the surviving (or parent, 
or purchasing) corporation being pre- 
served, new accounting bases being sought 
only for assets and equities acquired from 
the dissolving (or subsidiary, or selling) 
corporation. 

The selection of an appropriate account. 
ing entity from these or others is necessary 
and antecedent to every other action in ac 
counting. 

Ancillary or Subsequent Problems 

The matters to which Mr. May devoted 
most of his article are neither inclusive of 
problems arising subsequent to business 
combination nor n.ore applicable in “com. 
bined” businesses than others. They have 
already been covered by the Committee on 
Accounting Procedure in the letter and 
bulletins he cites, and extensively else- 
where in the literature. They have no 

unique relationship to business combina- 
tions and should not be settled solely in 
that context. 

Any or all of the rules Mr. May ad- 
vances could be implemented under any 
of the concepts of the enterprise con- 
sidered here. For clarification of this point 
one may reexamine the conclusions of Mr. 
May paraphrased in the introduction to 
this article. 

Original cost, or carrying value to 
another entity is indeed not relevant to 
the accounts of any of the entities under 
consideration. It violates an accounting 

convention (“cost’’) to the effect that 
only values explicit or implicit in trans 
actions to which the subject entity is a 
party are admissible to its accounts. 

The potential equity of the government 
in any asset “value” in excess of the tax 
basis should certainly be recognized by 
any accounting entity. Mr. May’s pro- 
posal in this matter is interesting pr- 
marily in that he offsets the deferred tax 
against the asset, instead of showing it 
explicitly as an actual or potential claim 
of a creditor. 

Any generally accepted accounting pro- 
cedure in connection with type (b) intangi- 
bles can be implemented by any account- 
ing entity on whose books such intangibles 
appear. How Mr. May associates the issue 
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of amortization of type (b) intangibles 
with business combinations he does not 

make clear. The issue most certainly is not 
uniquely relevant to combined businesses; 

it is suggested that it has no more impor- 

tance in this area than in accounting gen- 

erally. 
Finally, it is self-evident that no entity 

not deemed to have a past can have re- 
jained earnings, by whatever terms de- 

scribed. 

CONCLUSION 

It has been the sole purpose of this 

writer to emphasize the identification of 
the accounting unit or entity as the fun- 
damental problem presented by business 
combinations. It is not his present intent 
to advocate any of the concepts described 
here. Mr. May and the Committee on 
Accounting Procedure have thus far as- 
sumed roles of advocacy, but neither has 
given any compelling or even relevant 
reasons for the adoption of one concept of 
entity to the exclusion of all others. 

The profession hopes that from them 
or other authorities these reasons will be 
forthcoming. 
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THE MASTER’S DEGREE WITH COURSES IN 
BUSINESS, YESTERDAY, TODAY, 

AND TOMORROW 

A. L. PRICKETT 

Professor, Indiana Universily 

study the Master’s Degree in Busi- 
ness and contacted a number of 

schools offering that degree. In 1957, we 
have followed through with an inquiry of 
a similar nature but contacting a greater 
number of schools. This study was made 
for the Master’s Degree Committee of the 
School of Business of Indiana University 
for the guidance of the Committee. The 
results, however, may be of interest to 

others. 
A carefully constructed inquiry was sent 

to 110 schools shown offering the Master’s 
degree with courses in Business from a 
list compiled by Delta Sigma Pi. Our list 
included state supported schools, private 
schools, large and medium and small 
schools. Ninety-eight complete replies 
with full data were received. For seven 
of the remaining schools data was assem- 
bled satisfactorily from other sources. 
Five schools either did not have such 
programs, the programs were too new, or 

they did not reply. While 105 cases is cer- 
tainly a very extraordinary return, little 
attempt has been made to use percentages. 

Such a plan would for the most part be 
inapplicable. Neither is any distinction 
made as to such things as size, method of 
support, religious denomination. The qual- 
ity of the program and the extent of offer- 
ings as well as careful planning are not 
related to any one criterion. 

The history of the Master’s degree is 
sufficiently well-known to those who would 
be interested in the present study that no 
attention need be given to it. The value 
and significance of such a degree is hardly 
open to serious question at this time. It 

Sis YEARS AGO we had occasion to 
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has already proved its worth. Business cur. 

rently is offering $50 to $70 a month mor 
for an applicant with a Master’s degre 
than one with a Bachelor’s degree. Whik 
we do not think that titles are particularly 
significant, there is an attempt often to 
carry in the name of the degree some im- 
plication as to the coverage required to 
obtain it. Usually a Master of Business 
Administration is the title preferred and 
used at the present time. Because of the 
development from other backgrounds and 
other degree titles we often find the Master 
of Science degree and occasionally the 
Master of Arts designation. There are also 
various special titles such as Master of 
Business, Master of Commerce, Master of 

Arts in Business, and Master of Public 

Administration. Sometimes there is one 
title when the thesis is required and 
another when it is not. These designations 
are of particular significance to the in 
dividual school. Sometimes special fields 
of business are brought into the title, such 
as Master of Science in Accounting, Mas- 
ter of Science in the Science of Statistics, 
Master of Business Education. 

While this inquiry is not fundamentally 
interested in the doctoral program, we did 
include some questions regarding it. The 
Master’s degree is sometimes considered 
as terminal and sometimes as a foundation 
step toward the Doctor’s degree. The two 
objectives are usually well harmonized and 
actually there need not be too much dif- 
ference between the requirements. The 
title Doctor of Business Administration 
has replaced the title of Doctor of Com- 
mercial Science. The D.B.A. is offered 
only by George Washington University, 
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Harvard University, Indiana University, 
and the University of Washington. 
The advanced degree most often avail- 

able to students in Business is the Ph.D. 

As will be indicated later, some schools 

have the D.B.A. in their plans for the next 

five years or so; others are working toward 

the Ph.D. degree in a similar manner. The 

D.B.A. degree is rather new, and it is 

not yet determined as it now stands that it 

is the best degree for many schools to of- 
fer. If this had been decided, more schools 

would have switched to it or added it to 
their program. Of course, one does not 
consider that weight of numbers is weight 
of authority, nor does one overlook the 
modifications often available whereby the 
requirements for the Ph.D. degree retain 
much of their historic advantages and 
through greater flexibility incorporate 
the study of business. One is also aware 
that the matter of building up a more or 
less specialized faculty involves time and 
expense and many special courses. Perhaps 
one might say that there is, at the present 
time, careful consideration being given to 
the D.B.A. and there is evidence of a small 
and slow trend toward the offering of that 
degree. Reference is not made here to the 
number of graduates but to the number of 
educational institutions. It may be that 
programs leading to the D.B.A. are at- 

tempting too much. Negative criticism 
should be light as the degree has to have 
time to mature. On the whole, the results 

have been most encouraging and indicate 
a promising future. 

For a long time, it has been recognized 
that many students of superior ability 
need financial assistance in order to go to 
college, and this is particularly true if 
they continue on beyond the first degree. 

In the last few years many wives have 
helped their husbands through a graduate 
program by working as secretaries, statis- 
ticians, and in other positions. However, 
almost all schools feel the need for more 
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financial assistance for graduate students. 
The problem is how to obtain the neces- 
sary funds. In general, the schools have 
been holding to scholarships for tuition, 
fellowships for larger amounts including 
room and board, assistantships with a 
little greater flexibility, teaching assist- 
antships, teaching associateships, and in- 
structorships for top amounts; loans are 

available all the way from small amounts 
like $50 up to all the student needs. Since 
loans have to be paid back, often with 
interest, the student is reluctant to take a 
loan if he can secure the means some other 
way. In fact, as compared with seven 
years ago, the non-service type of grant is 
gaining and the requests for loan funds 
decreasing. 

To the best of our knowledge in almost 
forty years of experience in teaching, there 
never has been a time when admission to 
the graduate program was being con- 
sidered in a more discriminating fashion. 
One of the evidences of that fact is that 
many schools now have as a requirement 
for admission the completion of the Grad- 
uate Record Examination, tests prepared 
by other organizations, tests devised by 
groups of schools or by the individual 
school. These tests are not a substitute for 
adequate undergraduate college perform- 
ance, personal recommendations, and 
other criteria. They are instead an addi- 
tional evaluation. If an individual makes 
a low grade on the examination, he may 
not be admitted as a degree-seeking 
candidate until he has completed addi- 
tional study (say a quarter or semester) 
creditably or in some other way demon- 
strated his ability to proceed. 

Certain personal qualities are as im- 
portant as mental ability. This fact has 
long been recognized in the case of the 
Doctor’s degree. It is filtering down now to 
the Master’s degree. Of course, it is recog- 
nized that there are different kinds of 
abilities and combinations of personal 
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qualities. In many cases, those who have 
replied to our inquiry have indicated with 
additional comment that such students 
must have good conduct, a sense of re- 

sponsibility, and a cooperative attitude; 
or, to put it another way, “mature judg- 
ment, seriousness of purpose, facility in 
human relations.’’ A degree from a four- 

year accredited college is universally ac- 
cepted, or almost to that extent, as one of 
the bases for admission. Once in a while 
some additional requirements are set 
forth. These are in the nature of subject 
matter and are not related to what has 
been mentioned before. 

The American Association of Collegiate 
Schools of Business has exerted consider- 
able influence on the subject matter rec- 
ommendations. Many schools, however, 

have not followed the seven areas stressed. 
We find that economics, accounting, 
statistics, and finance are rather univer- 

sally required as subject matter back- 
ground. Slightly less in prominence are 

marketing, management, and business 
law. Rather infrequent are transporation, 
insurance, and general business. It is true, 

however, that other subjects or areas are 
frequently included by certain schools, 
such as English expression, general psy- 
chology, mathematics, physics, human 
relations, research methods, American 

government, and science. 
The manner in which the basic knowl- 

edge may be demonstrated is influenced 
to a great extent by the facilities of the 
school. Course work is usually the means 
employed, with the “B” average standing 
out as the minimum. However, “C” is 

often designated as adequate, and rather 
rarely “D.” There is an increasing trend 
toward the use of the graduate survey 
course as a means of making up deficiencies. 
It is rapid and intensive. Written examina- 
tions are receiving increasing approval. 
Sometimes business experience is, when 
appropriate, evaluated to meet part of 

the requirements. In growing favor is the 
comprehensive type of examination jy 
addition to course work. This may be 
offered on the graduate level or may be 
offered toward the end of the undergrad. 
uate program as a testing device. 

It has long been a question as to how 
much work should be required beyond the 

first degree to complete a Master’s degree, 

There is considerable difference of opinion 
depending upon the objectives of the pro- 
gram, its technical features, the length of 
time administrators in charge think js 
justified by the degree considering its ter. 
minal nature or screening for the doctoral 

program, and the students’ view. We tend 
to mark things off as so many months ora 
calendar year or so many semesters or 
quarters. In this presentation, semester 
hours are used. To indicate the diversity 
of viewpoint, these hours vary from 
twenty-four to sixty-four, although it 
should be noted that thirty is by far the 
most common. This is either a two-semes- 
ter (fifteen hours each) program or two 
semesters and a summer of twelve, twelve, 

and six hours. There is a tendency fora 
Master’s candidate to want to hurry be 
cause of expense and other factors and for 
the faculty to break down the rules and 
let the student take more than he can 
carry to the best advantage. The pro- 
grams, are, one might say, divided between 
the one- and the two-year programs. They 
often differ with the degree title in the 
same school, such as M.S., M.A., and 
M.B.A. 

While it is the aim, we presume, of all 
schools to have the graduate student take 
only graduate work for credit, that is hard 
to achieve. Consequently, advanced un- 
dergraduate courses are quite often i- 
cluded. Some schools allow none of these. 
At the other extreme is as much as 70 per 

cent. Usually between one-half and one 
third of the hours required for the Master's 
degree can be so taken. There is undoubt- 
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edly a desire and a trend to allow less 
undergraduate credit and to add more 
graduate courses. This development seems 

to be sound. 

As to the number of courses required 

outside of the major field, there is no clear 

picture except the picture of diversifica- 
tion. For example, some schools have no 

majors as such at all. When it comes to the 
number of fields outside of the major field, 

one, two, three, and four are usually 
found. There are some cases over four and 
there are some in which no fields at all are 

set up. In general, however, there is a 
recognition of the desirability of a field or 
fields other than the major. 
A thesis or its equivalent is usually re- 

quired, thereby recognizing the value of 
guided research. This work has been added 
by some schools and dropped by others in 
the last few years. Those dropping it are 
often reluctant to do so, but are compelled 
to discontinue it for lack of staff time. A 
considerable number attempt to bridge the 
gap by the use of the option. This alterna- 
tive permits a student who has the 
capacity and really wants to do effective 
research to have proper guidance and to 
accomplish his purpose. Those who do not 
have such a purpose tend to stay away 
from the thesis because they think that 
they can acquire the same number of 
credits with less work by taking courses. 
An oral examination on the thesis is or- 
dinarily given, although some schools pre- 
fer a written examination. A few are in- 
clined to require both. Others leave the 
matter to the discretion of the advisor. 

Since the thesis is in addition to the sub- 
ject matter of the courses which are re- 
quired, there is always some question as to 
how much time and credit should be 
allotted to it. A few schools go as high as 
nine hours, but six is usual. Many allow 
three or four hours. 

Schools like to grant degrees with the 
mark of the school’s training upon the in- 

dividual. Accordingly, they are inclined to 
require twenty-four hours of residence 
credit. There is, however, quite a bit of 
variation above and below that figure. 

While the 3-2 plan of three years of arts 
and science and two of business leading to 
the Master’s degree is discussed and often 
approved, it is seldom put into effect, ex- 
cept indirectly. 

While a Master’s degree candidate who 
continues his study immediately after ob- 
taining his first degree is not very far re- 
moved from the thinking of a college 
senior, it is nevertheless felt that different 
methods of instruction should be applied. 
A great change takes place in the graduate 
student during his first year of graduate 
study. Case studies are now almost uni- 
versally employed as are also the lecture 
method and adaptations of the conference 
method and the seminar method. Usually 
more than one procedure is followed by 
different instructors. Two newer methods, 
operations research and incident, are not 
so widely used as yet. With the increased 
emphasis on the study of mathematics and 
its practical uses, “operations research”’ is 
gaining recognition. There are situations 
when this type of thinking is very produc- 
tive. Mathematical models, linear pro- 
gramming, and such devices are being ap- 
plied to problems of business. We find that 
a considerable number of schools use this 
method along with other methods. Seven 
years ago it was almost unheard of even 
by a different title. The incident method 
is used in about one in six of all schools. In 
essence, it consists of taking an important 
incident which touches off a considerable 
reaction and tracing back from that 
through the build up of pressure which 
resulted in the incident and going forward 
to means of solution and future preven- 
tion of similar occurrences. This method is 
provocative and has in it current aspects of 
reasonable usefulness. 

While there is universal continuance of 
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the plan of examining the student in each 
course as he takes it and completes it, it is 
felt that this alone is not sufficient. At the 
end of the Master’s study, examinations 
are almost always given. As compared with 
a few years ago the comprehensive, in- 
tegrating type of examination is in the 
overwhelming majority. Such an exami- 
nation has many values and many difficul- 
ties. Some schools feel that the examina- 
tion should have many of the aspects of a 
small case study. The Master’s examina- 
tion is about fifty-fifty written or oral. 
Sometimes it is both. Since schools of 
business have several specialized fields, it 
is rather common practice now to devote 
a section of the examining period to the 
student’s specialty. The examination may 
be divided into parts, such as Part I, 

General Integrating or Core—3 hours, 
Parts II and III, Areas of Concentration 

—3 hours; Part IV, Oral—1 hour. An- 
other illustration is Part I, Integrating— 
—2 hours; Part II, Specialized—2 hours. 
Some schools prefer to give a two-hour 
oral examination. A variation in procedure 
is for the student to invite a member of 
the Graduate Faculty to assist his com- 
mittee with the oral examination. The oral 
examination in some cases is confined to 
to defense of the thesis. Some schools give 
the student an alternative between an 
oral examination of some length and com- 
prehensiveness or the writing of a thesis. 

Certain other regulations were investi- 
gated. The results will be enumerated 
briefly. 

1. Credit toward the Master’s degree 
is not allowed for correspondence study. 

2. The hours which may be transferred 
from other accredited institutions to meet 
the requirements of the degree vary from 
four to ten hours, but six hours is most 
common, with eight or ten not far behind. 
Occasionally, over ten hours under un- 
usual circumstances are allowed. Quite 

commonly the transferred credit must be 
“B” or better. 

3. Almost all schools feel that the 
candidate cannot complete his degree work 
in less than one year. There is no change 
in that situation. A few schools advocate 
two or three years, depending on their 
programs. A two-year program sometimes 
is indicated in which the student is ae 
tually a special student for the first year 
while he removes his deficiencies. Some 
schools have indicated that they have set 
no minimum length of time. On the other 
hand, the maximum allowed to complete 
the degree ranges from four to eight years 
with six, five, and eight more common in 
that order. Occasionally, a school is found 
which has no limits on the maximum time 
a student may take to complete the degree. 

4. All schools are more or less grade 
conscious. They feel that the work of the 
graduate student should be of good qual- 
ity. A minimum grade may be set, but 
more often it is an average grade. “B” or 
its equivalent is almost universal, al- 
though we do find occasionally “C” or 
“Pass.”’ During the last seven years some 
schools have moved upward in grade re- 
quirements; none have moved downward. 

Since averages are used, a lower limit for 
a grade to receive credit needs to be set. 
The highest no-credit grade which can be 
accepted toward a degree is usually “C.” 
Sometimes “D” or “E” are specified and 
rarely “F.” 

The minimum passing grade in any 
course does not correspond in frequency to 
what might be assumed from the previous 
paragraph. “‘C” is usually a passing grade, 
although as has been noted it may carry 

no credit. Occasionally, “B” or “D” are 
the minimum passing grades. 

The concluding section of the inquiry 
dealt with three very important questions: 
A. From a practical viewpoint, what are 
the chief objectives of your program? B. 
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What is new (i.e., during about the last 
five years) in your program? C. What 
developments do you anticipate in the near 
future (during about the next five years) 
in your program? The replies will be dis- 
cussed in that order. 
From a practical viewpoint, what are 

the chief objectives of the Master’s degree 
program? Catalog descriptions are usually 
well written and often go somewhat be- 
yond practical objectives and potential 
realization. One receives the impression 
that possibily too much is expected from 
one year of graduate study. Accordingly, 
each school was asked to be as realistic 
as possible. 
The objectives are varied and yet follow 

a pattern of similarity under six groups 
as follows: 

1. The program is to provide immediate 
usefulness through the study of tool 
areas, the acquiring of advanced 
specialized knowledge, and the at- 
tainment of an understanding of the 
application of this information. 

2. Training in analysis and research is 
essential. As one school expressed it: 
“Competence in orderly, analytical 
exploration and handling of prob- 
lems.’”’ While the student should have 
received training in writing before 
receiving his first degree, many 
schools wish to make sure that he 
can demonstrate that ability before 
receiving the Master’s degree. The 
thesis is evidence. 

3. Preparing prospective teachers for 
their profession is definitely among 
the objectives. This has been the 
case for a long time, but schools are 
all the more conscious of the op- 
portunity since statistical projections 
have indicated the probable extent of 
teacher shortage in the years ahead. 

4. Realizing that most of the doctoral 
candidates come from the graduates 

with the Master’s degree, schools use 
this degree to offer background work 
for the study of the next two years. 

5. Stress is placed on preparation for 
future responsibilities as managers, 
administrators, owners or in govern- 
mental positions. An opportunity is 
offered to “develop abilities, knowl- 
edge, understandings, attitudes, as a 
foundation for growth into responsi- 
ble business leadership” if the quali- 
fications and background of the stu- 
dent are such that he can do his part. 
Concepts give breadth; constructive 
skepticism is encouraged. The stu- 
dent is to appraise ‘“‘accepted judg- 
ments, expressed opinion, and cur- 
rent practices.” 

6. Finally, penetrating all other objec- 
tives is a “respect for intellectual hon- 
esty, stability of conviction and 
strength of character,’ the develop- 
ment of an understanding of the so- 
cial and economic system, human 
relations and the obligations as well as 
opportunities of leadership, independ- 
ence of thought with maturity of 
character. One school concisely says: 
“Professional competence in busi- 
ness techniques and ethics.” 

Not all schools are equally optimistic 
about attaining the objectives as listed. 
Some students will succeed but, although 
selectivity is tending to become more 
exacting, it is much less so than on the 
doctoral level. 
How to implement the varied objectives 

is the problem. Take number six, (above) 
for example. A course in ethics is some- 
times made available to clarify thinking. 
Penalties are inflicted for non-ethical 
practices within the province of school 
administration. Informal discussions are 
held. The impression, however, for the 
most part is that ethics is something the 
student is supposed to have and little is 
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actually done except by indirection to en- 
hance it. Nevertheless, it remains a power 
ful objective. Any program without it 
would be considered unacceptable. Per- 
haps the ethical development of the stu- 
dent after all is a university-wide under- 
taking and the graduate division can serve 
the end best by cooperating in the broader 
program. 

Varied reactions were received to the 
question: What is new (i.e., about the last 

five years) in your program? Five years 
pass quickly and unless there is a special 
committee to which is assigned the con- 
tinuing responsibility for the development 
of the Master’s degree, little may be done. 
While some schools, for reasons of their 

own, have made no changes during the 
last five years, most institutions are in a 
state of study, revision, leveling up and 
conducting self-evaluation. The Admis- 
sion Test for Graduate Study in Business 
ranked first in consideration. Frequently 
the thesis requirement was not yet satis- 
factory and experimentation or substitu- 
tion continued. As growth in numbers of 
students accelerated, faculty additions re- 
ceived added attention and concurrently 
an increase in graduate offerings. Mathe- 
matics, data processing, human relations, 
research methodology, public administra- 
tion were among those added. Core courses 
were strengthened also. 

Examination procedures have been im- 
proved and integration and the case 
method has moved firmly ahead. Those 
which had the rule of “pass all or none” 
tended to change it to “if fail one, may 
take that examination a second time.” To 
improve performance in course work, 
study loads were reduced. Some felt that 
all general and special undergraduate pre- 
requisites should be completed before any 
study for graduate credit could be allowed. 
Proficiency or at least improvement in 
both written and oral expression received 
increased emphasis. The principal changes 

reported of the past five years are in the 

newer and possibly weaker programs 
which have been materially improved. In 
general, the whole area of the Master’s 
program has increased in stature. 

The purpose of the third question: 
What developments do you anticipate in 
the near future (during about the next 
five years) in your program?—was to meas- 
ure the Master’s degree of today against 
the outlook of the predictable realizable 
future. Some schools thought that their 
programs were good and contemplated no 
change. Others commented as follows: 

1. The time has come to raise admission 
requirements to a still higher level. 
Higher selectivity would yield a uni- 
formly better minimum product and 
would help to cope with ever-in- 
creasing enrollments. 

2. Students with non-business under- 
graduate backgrounds of study 
should be given more consideration. 
Many of these are in other areas of 
the same college or university. They 
constitute a proven source of candi- 
dates who can receive a great deal of 
benefit from the Master’s degree in 
business. A 3-2 or 4-1 arrangement 
might be desirable. A general busi- 
ness major with few electives might 
be preferred. 

3. Prerequisite courses for the most 
part have not changed a great deal 
for some time and should be tailored 
to fit and should take less time to 
master the essentials in line with 
the objectives of individualized pro- 
grams. 

4. The oral examination tends to be in- 
adequate, particularly the compre- 
hensive type. Written examinations 
should be improved. 

5. Arrangements should be made to ex- 
tend internship or experience plans 
on the graduate level to other areas 

to 1 

8. 

It 



than the one or two of proven value. 
6. A single degree title is not suited to 

the contrasting needs of candidates. 
For example, the M.S. degree could 
be used for a year of specialization 
built on general background or spe- 
cial degrees like Master of Public 
Accounting could be offered. Not all 
schools should attempt the M.B.A., 
but for those which do it should carry 
similar fundamental (though not 
identical) requirements. It should 
not be a catch-all degree. 

7. Graduate programs should be de- 
signed to develop a continuing inter- 
est and participation in education 
after receiving the degree. The school 
should take the initiative and offer 
some form of service. It has been 
suggested as a start that a small fee 
be added to the diploma fee to bring 
copies of studies, etc., published the 

following year to the alumnus. Con- 
ferences, special invitations, faculty 
contacts are other devices. 

8. A few schools plan to offer the Ph.D. 
or the D.B.A. They are working con- 
sistently toward that goal. 

It seems fitting to add two observations 
to what has already been said. Some 
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schools make effective use of business ad- 
visors in connection with their graduate 
program. These individuals occupy posi- 
tions of responsibility and are willing to 
assist the schools in developing sound 
plans, in providing a laboratory of experi- 
ence through internship for students and 
faculty, in appearing in lecture series on 
appropriate subjects, in providing scholar- 
ships and other financial assistance. These 
associates or advisors are given a proper 
place in the school bulletin with photo- 
graphs and brief descriptive material. 

Public relations are emphasized in the 
Master’s program; business has made 

great strides in that direction. Do the 
schools practice it themselves and, if so, 
is it considered a specialized function of a 
Public Relations department and left to 
the personnel of that department to imple- 
ment it? We are happy to report to the 
contrary. The high percentage of coopera- 
tive replies speaks for itself and the per- 
sonal comments provided created goodwill 
even in such a routine and time-consuming 
matter as a three-page inquiry. These 
schools consider even such a small con- 
tact as deserving priceless courtesy and 
“every good wish.” To all of you, our 
most sincere appreciation and thanks. 
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DISCLOSURE: WHAT NEXT? 
CHARLES T. HORNGREN 

Associale Professor, University of Wisconsin—Milwaukee and University of Wisconsin 

HE primary reason for analyzing 
quantitative data is to secure clues 
as to future performance. The ana- 

lyst’s task is one of comparison—compari- 
son of changing overall economic condi- 
tions, comparison of industries, compari- 
son of firms within industries, and com- 

parison of specific company financial data 
through the years. Analysts look for trends 
and changes in major items. Thus financial 
reports should be oriented toward facilitat- 
ing comparisons. 

The Committee on Corporate Informa- 
tion of the National Federation of Finan- 
cial Analysts Societies has been studying 
specific industries and has constantly 
sought more uniformity in reporting to 
facilitate comparisons. This is one of the. 
primary reasons why the Committee has 
approached the problem of disclosure 
from an individual industry point of view. 
Included in the studies already made are 
the chemical, paper, banking, oil, electri- 
cal utilities, aircraft manufacturing, in- 
surance, and drug industries. 

In all of its reports the Committee has 
stressed the point that corporate manage- 
ment should give more weight to the im- 
portance placed by the financial com- 
munity on the comparison of similar enter- 
prises and, “in cooperation with other 
managements within an industry, should 
see to it that financial figures are compa- 
rable or that the necessary supplementary 
information is supplied so that the analyst 
can make them comparable.” 

Before surveying the areas where im- 
provements in disclosure can be made, 
certain facets of the reporting problem 
which have been handled fairly well may 

1 E. Linwood Savage, Jr., “Conclusions Regarding 
Annual Reports,” Analysis Journal (February, 1954), 
p. 54. 
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be cited. Progress has been achieved in the 
following areas: comparative statements, 
consistency, basis of consolidation, isola- 
tion of non-recurring items, description of 
major changes in accounting policies. 

“Valuation” techniques are usually de- 
scribed in annual reports. The detail of 
many such descriptions, however, are 
often too sketchy to be termed adequate. 
For example, what portions of total inven- 
tories are on LIFO? What specific costing 
procedure is being used with a “lower of 
cost or market” technique? 

A previous article, ‘Disclosure: 1957,” 
emphasized that financial analysts are the 
major consumers of the published data 
issued by management with the aid of ac- 
countants.? The drafters of published re- 
ports must remember that the analyst is 
faced with the task of comparison of 
results between years and between similar 
firms. The analyst is not so unsophisti- 
cated that he thinks all firms in all in- 
dustries should be forced to adopt in- 
flexible accounting policies and rigid uni- 
formity. But he realistically desires suffi- 
cient information so that he may carry out 
his task of comparison without the need of 
making arbitrary assumptions concerning 
a firm’s accounting procedures and poli- 
cies. 

AREAS NEEDING ATTENTION 

From the viewpoint of the security 
analyst the income statement dwarfs the 
balance sheet in importance. Future earn- 
ing power is the major consideration. Past 
earnings performance is dissected in order 
to delineate trends. The analyst is not 
nearly as “‘single-figure’” minded (earn- 

? THe AccounTING REview, October, 1957, pp. 598- 
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ings per share) as he often leads people to 
believe by his remarks and articles. In- 
stead the analyst begins with the sales 
figures and methodically moves through 
the remainder of the statement. Besides 

sales the major components which com- 
mand attention are cost of goods sold, re- 
search, long-term rentals, depreciation, 
non-recurring items, net “operating” in- 
come, income taxes, and net income. 

Sales 

Once a major criticism, but one that 
now applies mainly to “over-the-counter” 
companies, is the deliberate omission of 
sales figures in the income statement. The 
lack of gross revenue figures “effectively 

bars the analyst from ascertaining most of 
the important quantitative factors on 
which security values hinge.’”* 
The analyst’s interest in sales figures 

extends beyond the annual total revenue. 
In addition to sales breakdowns by quar- 
ters, there is a need for breakdowns by 
other classifications. Dealing with one 
lump-sum sales figure is not enough with 
respect to the analysis of the modern cor- 
porate Goliath. The mammoth, multi- 
product firms of today’s business environ- 
ment necessitate the securing of sales by 
divisions, products, geographical distribu- 
tion and consuming industry. Especially 
important in this area is the per cent of 
sales coming from foreign markets. 
The tendency to divide sales into major 

components is already evident in a few 
scattered annual reports. As business be- 
comes more complicated and diversified, 
such breakdowns are an aid to the compre- 
hension of the nature of a company. E. 
Linwood Savage, Jr., when chairman of 
the Analysts’ Committee on Corporate 
Information, commented: 

No specific preference for a particular type of 

*J. M. Galanis, ‘Shortcomings of Financial State- 
ments from the Security - s Viewpoint,” Analysts 
Journal, November, 1947, p. 3 
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breakdown can be given for annual reports in 
general—it all depends. We suggest that manage- 
ment try to provide us with the type of break- 
down that will be most helpful to us in our job 
of appraising the possible effects of outside de- 
velopments on individual companies. It is impor- 
tant for us to know, for example, that less than 
16% of Eastmen Kodak’s sales are cellulose fiber, 
in estimating the effect of the current slump in the 
textile industry on that company’s earnings.‘ 

Analysts nearly always attempt to esti- 
mate such sales breakdowns in their 
written reports. The following excerpts 
from an analytical report on the E. I. du- 
Pont de Nemours & Company illustrate 
the exhaustive extent of analysts’ sales 
breakdowns: 

As the largest chemical company in the world, 
duPont’s operations straddle the entire fields of 
organic and inorganic chemistry. . . . Its business 
is necessarily subject to the ups and downs of 
general chemical operations, but duPont concen- 
trates on ... chemicals with higher than average 
profit margins, which require not only introducing 
new chemicals but also having the decisiveness of 

abandoning items which develop lower than aver- 
age profit margins. In carrying out this policy, 
duPont in 1953 discontinued three activities— 
alcohol by fermentation, lithopone pigments, and 
aromatics for cosmetics... . 

In analyzing duPont, one can isolate some of 
the Company’s major activities and determine 
the position of duPont in individual fields, making 
possible an estimate of the contribution of the 
particular chemicals to total sales and then de- 
termine the outlook in 1954 for the respective ac- 
tivity... . 

(At this point an estimated breakdown of total 
sales into 23 components in dollars per product 
class is presented.) 

On the following pages we discuss by individual 
products the position of duPont and the probable 
outlook of the particular channels of activity. . . .§ 

With such information analysts can 
then better compare trends within com- 
panies and among and between the break- 
downs of the firm’s principal competitors. 

Galanis points out that the condensing 
of all operating revenues into a single 

~ 4 Savage, op. cit., 
In this and in 

written analytical reports, sources are withheld. by 
request. 
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figure, where the total includes royalty 
and license income, resale items, and im- 
portant miscellaneous income items can be 
definitely misleading when the company 
is compared with others in the same indus- 
try.* For example products purchased for 
resale by a manufacturing company are 
normally expected to entail narrower 
margins of profit. Where such resale items 
comprise a considerable portion of sales, 
the over-all profit margin may be con- 
siderably smaller than for other companies 
in the same field that have little or no re- 
sale business. 

Finally, the analyst desires that any ma- 
terial amounts of revenue from dividends, 
interest, licenses, and royalties be segre- 
gated because this type of revenue has 
frequently tended to evaporate (i.e., 
patents expire and interest rates drop). 

Research and Development 

The analyst’s intense interest in research 
and development activities typifies his 
“future-orientation.” New products and 
processes obtain a major share of his at- 
tention and a substantial share of the 
total probing by an analyst beyond the 
confines of the annual report. 

The analysts are interested in alert, pro- 
gressive management. Research and de- 
velopment activities give clues with regard 
to managerial efforts to maintain or en- 
hance the competitive position of the 
firm. Jeremy C. Jenks expresses the ana- 
lyst’s attitudes as follows: 

Perhaps next to a wise management, the most 
important asset that business can have is a well- 
organized staff of scientists, searching aggres- 
sively for new products and better processes. It is 
no accident that the most rapidly growing indus- 
tries are the ones that employ the largest number 
of technically trained men in their research, engi- 
neering, and related departments.’ 

_ Thorough inspection of research and 

6 op. cit., 
Jeremy C. Jenks, Projecting Earnings,” 

A nalysts Journal, February, 19 

development outlays includes interest in 
the total amount, the amount related to 
sales, the products which show potentiali- 
ties, and the research program and per- 
sonnel as compared with competitors. 

The following passages from an anal. 
ysis of duPont illustrates the type of 
thinking that prevails among analysts: 

The experience of duPont has been to put 
approximately $3.00 into plant for every $1.00 
into research. We estimate that in 1954 research 
and development expenditure will be $57-60 
million—including $10-12 million in basic re- 
search. ... 

The duPont philosophy on research runs along 
the following lines. Research requires patience, 
foresight, experience. From 10-20 years may 
elapse from the first experiment to a commercially 
profitable product. About one in every twenty 
projects pays off. The mathematical odds as far 
as dollars put into research are about 1 in 5; ie, 
$1.00 riding on a successful product for every 
$4.00 “down the drain.” ... 

DuPont’s record shows that the larger its 
sales, the higher proportion it can put into re- 
search. In other words, in 1952 with sales of 
$1,600 million, the research budget was $52 
million; if duPont, according to President Greene- 
welt, had been divided into two companies, with 
sales of $800 million each, the individual research 
budget would have been considerably under 
$26 million. We venture the guess that a dollar 
invested in research by ... duPont has on the 
average greater effectiveness than the same dollar 
put into research by a smaller and less skilled 
organization. 

The following are three excerpts on the 
subject of the adequacy of annual reports 
taken on Corporate Information of the Na- 
tional Federation of Financial Analysts 
Societies: 

1. Chemicals 

The greatest inadequacies in this group appeat 
to be the failure to give a breakdown of sales by 
divisions, sales by industries served, the volume of 
foreign business, and tota] research expenditures. 
The importance of these items for the analyst 

should be obvious. 

2. Paper Industry 

The way in which research was handled was 
particularly weak. What comments were made 
were very general in nature. In addition, there 
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was virtually no specific mention made of work 

being done on the development of new products 
or new processes that might be forthcoming either 
to increase sales or to reduce costs. Likewise, 
there was no mention of the annual expense of the 
research activities undertaken by individual 
companies. 

3. Drug Companies 

It is highly desirable that the drug companies 
provide stockholders with more information re- 
garding research than they usually do. Expendi- 
tures should not only be stated but also broken 

down into the different categories as far as possi- 
ble, i.c., fundamental research, development re- 

search, etc. This would permit the reader to form 

a pretty clear opinion as to how the company is 
spending its research money. The various areas 
being explored and the objectives should be dis- 
cussed. The number of research personnel, includ- 
ing educational background and other qualifica- 
tions, should be indicated.* 

Of course, ‘“‘trade secrets’’ can be a con- 

vincing reason for scanty disclosure con- 
cerning research. This writer wonders (a) 
how much really may be disclosed without 
hurting a company’s competitive posi- 
tion, and (b) how much danger there is of 

misinterpretation on the part of analysts. 
For example, the following questions 
arise concerning the above analyst re- 
quests of the drug companies: 

1. How are fundamental and develop- 
ment research defined and inter- 
preted? Analysts want this informa- 
tion largely to discover the “research 
philosophy” of the firm. Does the 
company lead the way into profitable 
markets or does it concern itself 
with minor changes in products and 
processed? 

2. How thoroughly may the companies 
discuss the various research areas 
being explored without tipping their 
hand to competitors? 

* Committee on Corporate Information, “Report on 
Adequacy of Annual Reports of the Chemical Indus- 
try,” Analysts Journal, May, 1950, p. 68. “ on 
po arg of Annual Reports of Paper Industry,” 
Analysis Journal, May, 1951, p. 146. — for 
Improvement of Drug Company Annual Reports,” 
unpublished mimeographed report, June, 1954, p. 4. 

3. What are “research” expenditures? 
The classification of a maze of out- 
lays by individual companies can 
have a substantial effect upon the 
total research costs reported. Com- 
parisons need to be made with ex- 
treme caution. Just because a proj- 
ect is called research and is very 
expensive does not guarantee useful 
or valuable results. Specific projects 
being developed would appear to be 
more important than the outlays 
themselves. 

4. In terms of results cannot one good 
research brain @ $30,000 per year be 
worth considerably more than four 
@ $10,000? Quality of personnel is a 
paramount consideration. How can 
this be measured? 

In summary, analysts want research in- 
formation. Since they seldom get it from 
annual reports, they rely on a great variety 
of their other usual sources. But in most 
cases they do secure it! Why then, cannot 
the annual report offer a more thorough 
presentation of research data? 

Long-term Rentals 

One of the salient shortcomings of 
present-day financial reporting is the 
scanty information concerning long-term 
lease arrangements. Every analyst who is 
concerned with industries where long-term 
leases are significant expressed his dis- 
satisfaction with corporate information in 
this respect. 

The position of the analyst is well sum- 
marized in the following statement by 
Savage: 

Another piece of information not usually 
available to us, unless we consult 10K reports to 
the SEC, is the amount of rentals paid. This may 
not be significant in many cases, but, where it is, 
it should not be necessary for us to go to the ex- 
pense and inconvenience of securing the informa- 
tion from reports made to governmental bodies.* 

® Savage, op. cét., p. 54. 
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The rash of sales and lease-back trans- 
actions which has taken place in the past 
decade has forced analysts to be exception- 
ally careful in comparing firms in indus- 
tries where such financial arrangements 
are widespread. The retailing industry is 
the primary example. The result of such 
arrangements has been to create larger 
rentals in relation to business done, and in 
good part to replace the older type of 
bonded debt, which was visible on the 

balance sheet, with long-term lease obli- 
gations which are relatively invisible. 

Of course, analysts attempt to measure 
the fixed charge coverage because the high 
level of rentals assumed in prosperous 
years might become overwhelmingly op- 
pressive if earnings decline. Furthermore, 
analysts want to know about cancellation 
clauses so that a determination may be 
made of possible maximum rentals during 
poor years. 

A parallel might be drawn between the 
disclosure of interest and sinking fund 
requirements on funded debt and the dis- 
closure of rental requirements on long- 
term leases. Few accountants or managers 
would attempt to withhold such elemen- 
tary information as debt-service obliga- 
tions, yet a good many firms continue to 
be needlessly stingy with similar signifi- 
cant data concerning long-term leases. 

In summary, analysts seek more dis- 
closure about the amount of annual rent- 
als, the terms of the leases, and any other 
important obligations assumed or guaran- 
teed in connection with leases. 

Foreign Operations 

Foreign operations contribute in sub- 
stantial proportions to overall sales in 
many industries.*° The accounting prac- 
tices with respect to consolidating foreign 
subsidiaries vary considerably. In general, 

10 Examples of industries having sizable foreign 
activities include motion pictures, office machines, 
chemicals, rubber, mining, fountain pens, tractors, and 
machine tools. 

the state of disclosure concerning foreign 
operations is woefully inadequate. Ana. 
lysts in general feel that there is little 

reason why firms should not furnish at 

least the same essential data regarding 
foreign operations that is currently given 
concerning domestic operations. That is, 
firms should publish details such as sales, 
expenses, income taxes and total invest. 
ments in foreign operations. 
What format should be used in the pres. 

entation of such information? Analysts 
tend to favor consolidating all foreign sub- 
sidiaries on the same basis as consolida- 
tions of domestic subsidiaries. In addition, 
a detailed picture of the foreign operations 
themselves should be drawn either with 
separate formal statements or by means of 
footnotes. 

An illustration of the basis of consolida- 
tion and presentation which was welcomed 
by analysts is illustrated by the following 
excerpt from the 1953 annual report of the 
Burroughs Corporation: 

As in prior years, the statement of income in- 

cludes the income and costs of all subsidiary 

companies. The net income of subsidiary com- 
panies operating outside the U. S. and Canada, 
less dividends paid to the parent company, has 
been deducted in arriving at “net’’ income for the 
year from operations in the U. S. and Canada, 
including dividends received from foreign opera- 
tions." 

It is noteworthy that in the case of 
Burroughs, as in most other cases, the 
analyst is forced to contact sources other 
than the annual report to obtain a break- 
down of sales and expenses between do- 
mestic and foreign operations. 

Depreciation 

Depreciation accounting and reporting 
has progressed a great deal. However, the 
variety of optional approaches now al- 
lowed by the Internal Revenue Code, 
while probably theoretically acceptable, 
is giving the analyst additional headaches. 

4 Burroughs Corporation, Annual Report, 1953. 
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Analysts feel that depreciation is “some- 
thing special” because it represents a 
charge against revenue that does not in- 
yolve a current outlay of funds. They tend 
to relate depreciation charges to capital 
replacements or the repayment of long- 

term debt which arose from prior capital 
outlays. Thus they think of depreciation 
amounts as “funds.” Whenever deprecia- 
tion charges are relatively important in the 
operating picture, they are analyzed with 
great care. 
The Siamese problems that disturb the 

analyst the most about depreciation re- 
porting are (a) the lack of information 
concerning overall depreciation policy and * 
especially breakdowns between “normal” 
depreciation and “abnormal” deprecia- 
tion, and (b) the difficulty of comparing 
companies within industries because of the 
different accounting policies and proce- 

dures employed. 
Analysts commonly complain that com- 

panies neglect to divide their yearly de- 
preciation charges between “five-year” 
depreciation and the normal depreciation 
charges. But, even if the amounts of 
“emergency” facility costs charged to 
operations are revealed in regard to the 
five-year write-offs, the analyst still must 
speculate as to what part of such an 
amount is “normal.” That is, are the use- 
ful lives of “emergency” facilities seven 
years, ten years, twenty years, or fifty 
years? 

The difficulty of comparing companies 
within industries is reflected by the follow- 
ing excerpt from the Committee on Cor- 
porate Information’s proposals for im- 
provements of oil companies’ annual re- 
ports: 

. the principal observations and recommenda- 
tions are as follows: 
1, A more uniform system be adopted for report- 
ing annual charges for depreciation, depletion, 
retirements, and exploration. Seldom do two 
companies report these items similarly. The result 
is that, when attempting to compare cash income 
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or gross operating profits of two or more com- 
panies, it is often impossible to obtain comparable 

figures 
It is recommended strongly that as a minimum 

the following three items be shown separately in 
the income statement: 

(a) Exploratory costs—including geophysical 
and geological expenses, dry hole costs. . . . 

(b) Amortization of intangible drilling costs. 
(c) Depreciation and depletion. 
In a footnote, account for differences between 

the above items and those taken for tax pur- 
poses.” 

An analysts subcommittee on aircraft 
industry annual reporting included the 

among its recommendations: 

the following data would be useful: 
. an analysis of the plant account indicating 

dollar investment in plant subject to normal de- 
preciation and that subject to rapid amortization 
indicating the amount of accelerated amortiza- 
tion, if any, charged to the year’s operation.” 

Many analysts offer analyses on three 
bases in cases where accelerated amortiza- 
tion is material in amount. First, they pre- 
sent income as reported by the company. 
Second, they adjust income to a “normal” 
basis by adding back estimated excess de- 
preciation.“ Third, they add back all de- 
preciation charges to the net profit after 
taxes figure and compare “cash earnings” 
throughout the industry. 

The following excerpt from a written 
analysis of The Aluminum Company of 
American (Alcoa) exemplifies the type of 
thinking which analysts apply to the 
problems of accelerated amortization: 

12 Committee on Corporate Information, Reports 
National Committees for 1953 (New York: New Y 
Society of Security Analysts, Inc., — p. 15. 

18 Sub Committee on Aircraft Industry Annual > 

mimeographed report for private tion, April 

of Sub } Committees on annual reports of the Drug 
panies, the Chemical Companies, and 
Companies. 

4 An investment organization treats Dow Chemical 
earnings as f 
Earnings Reported XXXX 

Add: Excess depreciation after 50% tax XXXX 

Earnings including excess depreciation XXxXX 
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Earnings were $4.71 per share. This was after 
excess profits taxes of $0.83 a share and acceler- 
ated amortization charges of $3.38 (before taxes) 
per share. In the absence of the special amortiza- 
tion charges and assuming a tax rate of 46% 
(Alcoa’s normal and surtax rate last year) the 
company apparently would have earned between 
$6.80 and $7.00 per share. Earnings through 1959 
will be subject to heavy amortization charges 
reaching a peak of about $5.00 per share (pretax) 
in 1955. Thus reported earnings during this period 
will not be a true representation of the company’s 
earning power. As to 1954, we would expect earn- 
ings to exceed last year’s $4.71 per share, although 
rapid amortization charges will increase to about 
$4.65 per share (pretax). 

As mentioned above, many analysts 

tend to use a “‘cash earnings” basis rather 
than a “reported earnings” basis in the 
valuation of stocks in the petroleum, 
chemical, and aluminum industries. This 

approach has been adopted because of the 
widespread variations in depreciation poli- 
cies plus the difficulty of comparing similar 
firms which have invested in a large pro- 
portion of fixed assets at different price 
levels. For example, Dow Chemical Com- 
pany has mushroomed in capacity since 
the war. Its investment in plant and 
equipment was largely made in the post- 
war years, whereas Union Carbide and du- 
Pont had made substantial investments 
prior to 1941. 

The following passage from the Alcoa 
analysis illustrates the problems of com- 
parison in these types of industries: 

The market appears to be valuing all of the 
aluminum producers’ stocks on the basis of cash 
earnings rather than on reported earnings. All are 
selling at a high price times reported earnings ex- 
cept for Reynolds which reports its earnings on a 
different basis from the other companies with 
respect to accelerated amortization and income 
taxes. It has adopted the policy recommended by 
the American Institute of Accountants which has 
the effect of overstating current earnings as com- 
pared to those of the other aluminum pro- 
ducers. ... 

On a cash earnings basis, Alcoa and Aluminum, 
Ltd., at 7.0X and 6.7 X, respectively, command a 
much higher ratio than either of the other pro- 
ducers, reflecting their favored position in the 

industry. It is interesting to note that Kaiser’s 
cash earnings are believed to be about the same 
as those of Alcoa (around $11.00 per share), yet 
Alcoa at 75 is almost 2} times Kaiser’s current 
market price of 32. 

In summary, disclosure requirements 
should include: (a) thorough breakdown of 
fixed assets by classifications together with 
a short description of the depreciation ac- 
counting policies being applied; especially 
helpful would be a description of the im- 
pact upon income of the options now ap- 
proved for income tax purposes; (b) the 
estimated useful lives of emergency facili- 
ties; (c) the total amount of excess amorti- 
zation; and (d) the differences between 
total depreciation charges and normal de- 
preciation charges for each major class of 
emergency facilities. If the analysts are » 
furnished with such data, they should be 
able to apply such information to the 
specific comparative problem at hand. 

Capital Expenditures 

Analysts attempt to estimate the incre- 
ments in future sales and in profits which 
probably will flow from current and 
planned expansion. They are very much 
interested in capital expenditures for the 
following reasons: 

1. An effort is made toward a type of 
lag correlation of capital expendi- 
tures with future returns. 

2. Capital spending is regarded as one 
of the best reflections of the inten- 
tions of management toward product 
development, product diversification, 
process improvement, and cost con- 

trol. In this regard the wisdom of the 
management is judged by its recent 
performance with capital expendi- 
tures. Such recent performance is 
evidenced primarily by the relation- 
ship of sales, earnings, and dividends 
to capital outlays. 

3. Obviously, company financial policies 
are intertwined with management's 
plans for capital expenditures. Ana- 
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lysts invariably scrutinize the impact 
of capital outlays upon the working 
capital position and capitalization 
structure. 

Since recent external financing has been 
largely in the form of debt, analysts always 
estimate and relate debt service outlays to 
projected earnings. When funds for financ- 
ing have come from profitable operations, 
analysts are vitally concerned with pro- 
spective effects upon dividend policy. 
Obviously, if management has adopted 
the policy of internal financing, the divi- 
dend pay-outs in relation to earnings tend 
to suffer. 
The importance of disclosure of the de- 

tails of the working capital position in rela- 
tion to budgeted capital expenditures is 
pointed out by the Financial Analysts 
Societies with respect to the annual re- 
ports of oil companies: 

Discuss frankly the working capital position in 
relation to budgeted capital expenditures, particu- 
larly where there are prospects of new financing. 
Of the three major new financings undertaken in 
the past year by Socony-Vacuum, Standard Oil of 
Indiana, and Sinclair, none made any mention in 
its 1951 report of the possibility that new financ- 
ing was contemplated. Standard Oil of Indiana’s 
report implied that no financing was anticipated.“ 

Funds Statements 

Analysts are very much interested in 
sources and applications of funds. If funds 
statements are not included in corporate 
annual reports, analysts either draft make- 
shift funds statements or analyze compara- 
tive balance sheets in such a way that their 
written words amount to a funds flow anal- 
ysis. Almost every written analysis con- 
tains an estimate of sources and applica- 
tions of funds over the past five to seven 
years, and an estimate of fund flow for at 

least one year in advance. 
The analyst emphasizes the flow of 

funds because it offers the clearest quanti- 
tative insight into the financial manage- 

* Committee on Corporate Information, Reports of 
National Commitiees for 1953, op. cit., p. 15. 
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ment “habits” of the firm and the future 
outlook for dividends. 

The “fund flow” thinking of the analyst 
as exemplified by his treatment of fixed as- 
sets. The balance sheet values of fixed 
assets are all but ignored. Attention is 
concentrated upon capital expenditures 
over the past five to seven years and, even 
more important, upon planned capital ex- 
penditures. The sources of the funds for 
capital expenditures and for working 
capital requirements are also estimated. 
As mentioned above, the probable impact 
of capital expenditures on financial posi- 
tion, sales, earnings, and dividends is in- 
variably discussed by analysts in their 
written reports. 

Inventories 

The first paramount consideration with 
respect to inventories is simply that the 
revealing of the mere basis of valuation is 
not adequate disclosure. The nature of 
each of the bases of inventory valuation 
differs markedly with the method and pro- 
cedure used and the segment of the inven- 
tories with which it is concerned. Inven- 
tory figures, like so many other figures in 
accounting, are general, pliable estimates. 
The figure which appears in the financial 
statements is only one of several alterna- 
tive dollar values attributable to the 
quantities in the inventory. 

From the analyst’s point of view, then, 
it seems that the minimum requirements 
for disclosure with respect to inventories 
would embrace the following essentials: 

1. Inventories should be broken down 
by major classes, by dollar amounts, 
and by methods of valuation. 

2. There should be a brief description of 
the details of the valuation methods 
employed. 

3. Where feasible, physical quantities 
should also be disclosed. In this way 
price and quantity analysis may be 
facilitated. Several analysts expressed 
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special desire for disclosure of phys- 
ical quantities. 

4. Where last-in, first-out, base-stock, 
and similar methods of valuation are 
used, an estimate of current replace- 
ment cost should be disclosed. 

5. Where inventory reserves are used, 

full disclosure of the following points 
is desirable: their origin, their func- 
tion, their classification, and their 
yearly changes and adjustments. 

The application of the above standards 
of disclosure plus consistent adherence to 
a given method and procedure of inven- 
tory valuation should give the analyst 
ample opportunity to make any adjusting 
calculations he feels are necessary in order 
to develop comparability between com- 
panies. 

The Distani Future 

Management tends to find analysts’ re- 
quests for the following types of informa- 
tion particularly odious: 

1. Reveal fixed and variable costs for 
the operation, so that the reader may 
get a better idea of what profits could 
be at various levels of activity. 

. Regarding capital expenditures, in- 
dicate the criteria for these invest- 
ments as well as dollar amounts. 
What range of net return may be 
reasonably expected on new expendi- 
tures? 

Many analysts tend to “ask for the 
moon.” By this process they hope to get 
a star or two. 

SUMMARY AND CONCLUSION 

The following points should be kept in 
mind in thinking about disclosure in pub- 
lished reports: 

1. Published data are primarily for the 
use of investors. Complete disclosure, 
available to everyone, is a fair and 
efficient way of serving all interested 
parties. 

2. Professional security analysts repre- 
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sent, dollarwise, probably a very 
large percentage of existing invest. 
ment capital. That is why reports 
should be oriented toward fairly 
sophisticated investors—they are the 
real users of the information. 

. Analysts’ opinions and procedures 
should be considered in the evolution 
of corporate reporting. Ideally finan- 
cial statements must be constructed 
for maximum usefulness. Judgment 
as to usefulness is made ultimately by 
the user, not the producer. 

. In accounting, as in every phase of 
business activity, there is an ever- 
widening and everlasting need for 
continued improvement. Managers 
and accountants should remember 
that analysts must examine hundred 
or thousands of financial statements 
yearly. Thus accountants have a 
standing obligation to improve their 
products. 

. Specific troublesome areas of disclo- 
sure include lack of information 
concerning sales breakdowns, leases, 
research, depreciation, foreign opera- 
tions, capital expenditures, funds 
statements and inventory presenta- 
tions. 

. For the most part analysts are very 
intelligent and sensible people. They 
know their business and they know 
what they need. It is doubtful that 
firms are justified in withholding or 
adjusting certain types of informa- 
tion because the company represen- 
tatives feel that disclosure would be 
misleading or subject to misinter- 
pretation. 

. When accountants are involved with 

issues of disclosure where company 
stock is publicly held, they might 
point out that more generous dis- 
closure could easily have favorable 
effects upon the attitudes of the 
financial analysts who influence the 
market price of company shares. 
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USEFUL FORMULAE FOR DDB AND 
SYD DEPRECIATION 

Joun H. Myers 

Professor, Northwestern University 

Code of 1954 became law we were 
presented with a number of excellent 

articles in this and other journals about 
the behavior of depreciation expense and 
reserves under the double-declining-bal- 
ance and the sum-of-year’s-digits meth- 
ods. We quickly learned to make the an- 
nual depreciation calculations and gained a 
general knowledge of what the methods 
could do for owners of fixed assets and 
what it could do to the governmental rev- 
enues. 
However most of us accountants have 

long since allowed our mathematics to grow 
rusty while we devoted our efforts to other 
matters. Therefore, when the tables pre- 
pared as examples did not fit the needs of 
our specific problems we have had to 
arrive at expense provisions and reserve 
balances far later years by successive arith- 
metic. This article sets out some formulae 
that will enable the non-mathematician ac- 
countant to compute such future provi- 
sions and reserve balances directly. 

DD.B. 

Depreciation by the declining balance 
method is allowed at any rate that does 
not exceed twice the straight line rate. 
Since in practical application the maxi- 
mum tends also to become the minimum, 

we can confine the discussion to the 
maximum. Under the straight line method 
the annual depreciation, D, is equal to the 
depreciable cost, C, divided by the esti- 
mated life, NV. In formula fashion: 

1 
D=— C. 

Sn after the Internal Revenue Twice the rate is allowed in the double 
declining balance method, so the rate be- 
comes 2/N. This is applied not to cost, C, 
but to the remaining balance, B. 
Thus, 

The trick is to determine B without per- 
forming the successive calculations for 
each year from the beginning. B, however, 
can be determined directly from the for- 
mula 

2 z 

p=c(1-—) 
N. 

where the terms B and C are as previously 
defined and X is the number of years of 
life expired. Depreciation for the following 
year is 

2 -—c(1-—). 
N N 

Note to C.P.A. candidates: 
The solution to the D.D.B. problem was computed 

with the aid of tables of logarithms. Since these are not 
permitted at the examination, you may find these 
computations too tedious unless you use a shortcut. 
The work is then reduced but by no means eliminated. 
You will find it easiest not to convert to decimals. 
Change the 1—y to 3g and to §. Then raise both 
8 and 9 to the thirteenth power before dividing. Raising 
to the thirteenth power sometimes can be made easier 
by using the rule that states that adding exponents re- 
sults in multiplying the numbers. For example to find 

8! 8? 

8 

8 X8t= 88 

82 

8! = 84 

Five multiplications are necessary instead of twelve. 
The question of time saving revolves about whether 
the second, third, and fourth multiplications are more 
difficult than the ten avoided. 
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Let us illustrate with a small example. 
An asset cost $10,000 at the beginning of 
1955 and was expected to last eighteen 
years. We wish to know the depreciation 
that will be allowable in 1968 if we are 
using the double declining balance method 
without switch to straight line. For our 
formula C will be the $10,000, WV the 18 
years of expected life and X the 13 years 
expired to the end of 1967. 

2 
D=— $10,000 (1-—) 

18 18 

=0.11111 $10,000 (0. 88889)" 

=0.11111 $10,000 (0.21628) 

= $240.31 

S.Y.D. 

The sum-of-years-digits method tends 
to similar but simple formulae. The 
formulae are shorter if we use L, the num- 
ber of years left of the life instead of X the 
number of years expired. The X plus L 
equal the whole life, VW. The undepreciated 
balance, B, at the beginning of any year is 

L(L+1) 
N(N+1) 

L is the number of years of life left from 
the beginning of that year. Depreciation 
during that year, D, is 

2L 

N(N+1) 

Using the problem we had before 

2(5) 
D=$10,000 

18(19) 

10 
= $10,000 —— 

342 

= $292.39 

If we happen to know B, as we would 

under successive steps, the formula for D 
becomes extremely simple: 

2 
D=—— B 

Asset Year vs. Fiscal Year 

All of these formulae give values of the 
undepreciated balance at the end of a 
specified number of full years of asset life. 
Depreciation is also based on the asset 
year. When calculations must be made for 
company fiscal years not exactly coinciding 
with asset years, an additional step is nec- 
essary unless a set of more complicated 
formulae is to be used. Let us assume a 
company fiscal year ending December 31 
and that the asset was acquired on March 
31. To determine the undepreciated bal- 
ance December 31, 1965, use the formula 

to compute undepreciated balance on 
March 31, 1965. Compute depreciation for 
the asset year ending March 31, 1966. Sub- 
tract three-quarters of that depreciation 
from the March 31, 1965 undepreciated 
balance, and the result is the undepreciated 
balance December 31, 1965. You will note 
the assumption used in tax calculations 
that depreciation during the year is 
straight line. 

Uses of Formulae 

These formulae may be used, as pointed 
out previously, for calculating isolated 
items without the necessity of calculating 
the intervening items. The auditor can use 
them to test depreciation provisions com- 
puted by his client on a year by year basis. 
The tax planner can use them to see just 
what depreciation he will have left in 
later years. Many other similar applica- 
tions will occur to the reader. 

In addition to these computational uses 
the formulae may be used for theoretical 
computations of behavior in the “general 
case.” Since the formulae are applicable 
in all instances, general rules may be 
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proved. It is commonly stated that shortly 

after the mid-point of life it is advisable to 

switch from D.D.B. to straight line depre- 

ciation. To base this statement on observa- 

tions of a number of specific examples is 

dangerous. 

Such observations do not prove the be- 
havior in all possible circumstances. These 
formulae do prove, for all possible cases 
where the scrap value is zero and the ex- 
pected life is an even number of years, that 
both D.D.B. and straight line (based on 

95 

remaining balance over remaining life) 
provide the same depreciation in the year 
immediately following the midpoint. The 
second year after the midpoint then 
D.D.B. depreciation is smaller than 
straight line, so this is the year to change. 
When the life is an odd number of years, 
the midpoint comes at the middle of the 
middle year. The next is the year to change 
from D.D.B. to straight line. Similar use 
of these formulae will provide the vigorous 
proof of many other relationships. 
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NEW COST ACCOUNTING CONCEPTS 
GEORGE GIBBS 

Associate Professor, Claremont Men’s College 

in the modern dynamic industrial age 
the term “new” is a relative term. 

Many aspects of this subject are con- 
tinually changing. These changes involve 
both the requirements by management and 
the procedures employed to meet those re- 
quirements. This study presents a discus- 
sion of the “‘concepts” of cost accounting 
and not the “procedures.” It involves the 
requirements of management and govern- 
ment agencies because these requirements 
set the pattern for cost accounting. 

Within the last few years there have 
been many groups interested in the prob- 
lem of cost accounting. There have been 
many special research bulletins of the 
National Association of Cost Accountants; 

there is a special committee of the Ameri- 
can Accounting Association; the English 
magazine Accounting Research has had 
several articles bearing on the subject; and 
the Journal of Accountancy has devoted 
space to the subject. 

As cost accounting is closely related to 
cost control and the planning of business 
enterprises, other academic disciplines 
have shown more interest in the problem 
in recent years; articles written by econo- 
mists, statisticians, and engineers have ap- 
peared in increasing number. The econ- 
omists are related to the subject through 
their discussion of the economic situation 
of business firms operating under different 
cost conditions and different market situ- 
ations. The statisticians are interested in 
accounting as it relates to the application 
of statistical techniques which may draw 
more useful conclusions from large quan- 
tities of data. Engineers are interested 
because of the physical plant being used 
and because of the implications for effi- 

E an activity such as Cost Accounting ciency inherent in new developments such 
as “automation.” 

Most of the references in this study will 

be to manufacturing functions, but the 
concepts are similarly applicable, in differ- 
ing degrees, to distribution, selling, and 
other functions of business as well as to 
government and to nonprofit organiza- 

tions. 

Purposes of Cost Accounting 

There are several main purposes of cost 
accounting: 

1. Income determination, with the cost 
of goods sold and the inventory valuations 
being the main results of cost accounting. 

2. Balance sheet presentation, with the 
inventory items, the balances in the pre- 
paid and accrued expense accounts and 
the residual value of fixed assets being re- 
lated to cost accounting. 

3. Control of cost by management made 
possible by having available adequate data 
to judge performance quickly and also 
having data for future planning. 

Mr. John G. Larson has stated that, in 
terms of time, there are three kinds of 

costs involved in carrying out the stated 
purposes.! 

1. Past costs for profit determination 
2. Present costs for cost control 
3. Future costs for planning 
In an attempt to obtain data for these 

purposes, the profession has developed 
over a period of time procedures involving 
variations of: 

1. Job cost 
2. Process cost 

and in either of these there may be the use 

1 Larson, John G., “Utilizing Past, Present and 
wae Costs,” N.A.C.A. Bulletin, February, 1952, 
p. 695. 

96 

of ‘ 
eacl 

ness 

pre 
fixe 
sem 

arti 
and 

fut 

co 

ear. 

di 

cos 

fore 

the 
| 

the 

the 
f acc 

wit 

wa 

act 

to 

the 

co 
ing 

| act 

Di 

Nie 



1952, 

New Cost Accounting Concepts 97 

of “standards” for specific operations of 
each product or cost center of the busi- 
ness. Further, there have been developed 
procedures for describing variable and 
fixed costs and for sorting the eso 
semi-variables into either “variable” 

“fixed” for the purpose of cebeaialiibedi, 
In 1947, Mr. Theodore Lang wrote an 

article entitled “Concepts of Cost, Past 
and Present.” He did not forecast the 
future but helped explain why cost ac- 
counting is where it is today. He traced the 
early attempts at accumulating costs and 
dividing by the number of units to obtain 
“git” cost and concludes that “actual 
costs are really accidental costs and, there- 
fore, strangely enough not true costs as 
the term is understood today.’ 
The shortcomings of actual cost led to 

the development of standard costs but 
there is a question as to whether the pro- 
fession would now agree wholeheartedly 
with the conclusion, made in 1947, that 
“The cost accountant has come a long 
way, gradually abandoning faith in an 
actual cost and going wholeheartedly over 
to the idea that a standard cost is really 
the true cost.’ 
Among the “new” concepts of cost ac- 

counting are direct costing, marginal cost- 
ing and variations of these two concepts on 
actual and standard bases. 

Direct Costing 

Direct costing has been defined by Mr. 
Nielsen as a system in which 
.. direct labor and direct material costs are 

identified with products. Any other costs directly 
and conveniently traceable to products are identi- 
fied with them also... other items of manu- 
facturing expense are considered to be over-all 
costs of operation in the period of occurrence.‘ 

The development of this system is shown 
in the N.A.C.A. research bulletin entitled 

*Lang, Theodore, ‘‘Concepts of Cost, Past and 
Present,” N.A.C.A. Bulletin, July 15, 1947, p. 1377. 

* Ibid., p. 1389. 
‘ Neilsen, Oswald, “Direct Costing—The Case 

AccouNTING REviEw, January, 1954, p. 89. 

“Direct Costing.” The accumulation of 
variable costs separate from fixed costs 
permits preparation of analytical state- 
ments directly from the records rather 
than from an analysis of variances, as in 
the case when fixed and variable com- 
ponents are mixed. Part of the confusion 
in terminology has arisen in that what is 
called “direct” costing in the United 
States is called “marginal” costing in 
Great Britain. 
The bulletin also contrasts “direct” 

costing with “absorption” costing. “Ab- 
sorption” costing is a term used to cover 
the various conventional methods whereby 
fixed costs are applied to production and 
included in inventory.® 

Mr. Hepworth, a critic of the direct cost- 
ing system, defines it as a “technique 
whereby the cost of a product is restricted 
to the inclusion of variable manufacturing 
costs with fixed manufacturing costs being 
considered as period expense. It must be 
noted that this is not the same concept 
which regards only direct or prime costs as 
product costs, all overhead or burden costs 
being considered as period expenses.’ 

Thus, the older system of allocating all 
the overhead to the product or to each 
cost center is not to be used in the “direct” 
costing system. It also must be carefully 
noted that the concept of direct labor plus 
direct material (the sum known as prime 
costs) is not the “direct” cost in this sys- 
tem. “Full” cost has been known as 
“prime” cost plus “overhead.” 
Up to this point there has been no dis- 

tinction between average and marginal 
cost, whether “full” or “direct.” The dis- 
cussion of “cost at the margin,” which is 
perhaps a better term than “marginal 
cost” will be undertaken later. 

The accumulation of direct costs, or 

*N.A.C.A., “Direct Costing,” Research Series $23, 
April 1953, p, 1082. 

Hepworth, Samuel R., ‘Direct Costing—The Case 
Aaginst,” Tue Accountinc Review, January, 1954, 
p. 94. 
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variable costs as they are called by the 
economists, is very valuable to manage- 
ment for internal reports on current opera- 
tions. The variable costs are those that 
each manager of a segment of a plant (cost 
center) can control, and for this reason 

the system seems reasonable. However, to 
go further and state that the costs in the 
general ledger should contain only the 
“direct” or variable costs is misleading. 
The “cost” of production for purposes of 
income determination and the “cost” of 
the inventory for balance sheet purposes 
should be based on full cost. Referring to 
economic analysis, the costs considered in 
the direct costing system are those that 
vary in the “short run.” The term short 
run is a useful way of saying that, for the 
time being considered, the plant is “fixed” 
whereas in the “long run” all costs (vari- 
able plus fixed or “full” costs) are variable. 
Also, in the long run full costs must be 
covered or the firm will be out of business. 

Therefore, it is important to know where 
the cost in each cost center is in terms of 
the average direct cost curve, not just to 

know the average direct cost. It is easy 
to draw a hypothetical curve on a piece of 
paper but difficult and expensive to obtain 
real data to plot. However, many factories 
have data for cost of varying outputs with 
a given fixed plant. Mr. Charles R. Fay, 
Comptroller of Pittsburgh Plate Glass 
Company, has called “direct” costing a 
multiple-purpose management tool and 
claims that, combined with a standard 

cost system, this procedure is far superior 
to conventional cost accounting proce- 

dures. His application of direct costing 
eliminates the necessity for volume vari- 
ances, and the fixed costs are “‘seen in rela- 

tion to sales volume...” and which is 
“proper because we must look at fixed ex- 
pense as a cost of being ready to do busi- 
ness.””? 

* Fay, Charles R., “Direct Costing as a Multiple- 
Purpose Management Tool,” Accounting, Auditing ond 
Taxes, American Institute of Acseuntante, 1953, p. 74. 

Thus, it is seen that although the knowl. 
edge of “direct” costs and the nature of a 

direct cost curve, plotted from various 
outputs, is valuable for management, it 
does not appear to be a substitute for the 
accumulation of full costs for the product 
or cost center and for the operation asa 
whole. Also over an extended period of 
time a manufacturing firm which prices its 
product or products, giving recognition 
only to the unit variable cost of production 
will gradually consume its investment in 
long-lived assets and may cease to exist as 
a going concern. If this analysis were to be 
carried, on this point, to its logical con- 
clusion it would be necessary to discuss in 
detail perfect and imperfect competition, 
but it suffices to say that in perfect com- 
petition the selling price is fixed by the 
market and the producer adjusts his out- 
put along his cost curve to maximize his 
profit which will be the average profit for 
the industry. However, if the producer 
has special advantages, due to some mo- 
nopolistic feature or product differentiation, 

he will adjust along the same cost curve, 
but reach a higher profit figure. 

Mr. Roger Wellington of Scovell, 
Wellington & Co., states that 

the management of a company using direct cost- 
ing is furnished with periodic income and cost 
statements in which costs that vary with volume 
are distinguished from fixed costs. In making de- 
cisions on many questions faced in business 
operations, such information concerning marginal 
costs is essential.® 

This recognition of the need of the 
knowledge of variable costs by manage 
ment is significant, but the direct cost 
concept should not be confused with mar- 
ginal, as there is either total, full average, or 
marginal “direct” cost. Mr. Wellington 
concludes his comments by stating that 
“management . . . should have the benefit 
of internal statements that analyze costs 

. between those that are variable and 

“Direct Costing 
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those that are fixed” and that “the con- 

yentional basis, properly developed and 
adequately reported, seems definitely su- 

299 
perior for general use. 
The “direct” costing needs the marginal 

concept to be complete, as the direct costs 
can be discussed for a given output in 
terms of total direct cost, average direct 
cost or marginal direct cost. 

Marginal Costing 

It has been shown that there is a con- 
nection between the “‘direct” costing sys- 
tem and the “marginal” costing system 
and the latter will now be considered in 
some detail. It appears that “marginal” 
costs are the same as “differential” costs. 
A reference to economic analysis is neces- 
sary at this point. In the short run (no 
change in plant or fixed assets) adjust- 
ments are made by the individual firm in 
the variable or “direct” costs—namely, di- 
rect labor, direct material, variable over- 

head and supplies. In the long run, ad- 
justments are made to plant or fixed as- 
sets. In both these periods marginal anal- 
ysis may be employed, as the cost of an 
increase in a unit of output can be con- 
sidered in either case. The next step is to 
proceed with a theoretical analysis of these 
concepts and the conclusions which can be 
drawn from them. Many firms have data 
to draw the necessary curves—that is, cost 
data at various levels of output. 

Short Run 

Profit is maximized at the point where 
marginal cost equals marginal revenue 
(price) whether the firm is in a perfect or 
imperfect market. The marginal cost is the 
additional or incremental cost to produce 
one more unit or batch at amy given point 
on the curve and refers only to the variable 
costs,° 
Thus it is seen that if a curve or schedule 

* Ibid., p. 68. 
._.'* Blodgett, Ralph H., Our Expanding Economy, an 

practices, introduction to economic principles and 
Rinehart & Co., 1955, p. 283. 
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of direct costs can be computed for produc- 
tion at different levels, that the éofal full, 
average and marginal “direct” cost can 
be computed from the curve. If the total 
at each level of production is known, even 
roughly, then the average and the mar- 
ginal can be computed. From the marginal 
cost curve or schedule, the important 
conclusions for management can be drawn 
by a comparison with the demand curve. 
If the situation in the market is one of 
perfect competition (many buyers and 
many sellers, no one buyer or seller large 
enough to affect the market, and a stand- 
ard product) the demand schedule is hori- 
zontal from the point of view of any one 
producer. In other words, he cannot set 
the price for his product but must adjust 
to the market. On the other hand, if he 
has control over prices in the way of 
monopoly of supply, price differentiation 
or patent control, he can maximize his 
gain (or minimize his loss) by setting price 
and output at points indicated by the 
equality of marginal revenue and marginal 
cost. This variation has been mentioned to 
complete the price picture but will not be 
expanded in this article. 

Chart 1 shows hypothetical curves for 
total variable, fixed and “full” costs. “Full” 
costs is the sum of fixed and variable costs. 
Since marginal costs vary with output, the 
variable cost curve is mot a straight line as 
the assumption of a straight line might 
lead to erroneous conclusions. As output 
increases the efficiency per unit of input of 
variable factors increases at first, then de- 
creases. The increase in efficiency is shown 
by a decrease in the average variable cost 
(chart 2) up to 65 units of output; then the 
decrease in efficiency is shown from there 
on by a rising average variable cost curve. 
However, the average full cost declines to 
the point where 80 units are produced 
because average fixed cost is declining at 
a rate greater than the increase in average 
variable cost. 

Inspection of chart 2 shows that the 
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breakdown point (price = average full cost) 
is at an output of 44 units, the point of 

lowest average full cost at an output of 80 

units, and the point of maximum profit 
(price = marginal cost) at an output of 90 

ynits. On chart 1, this point of maximum 
profit is found want the total full cost line 

oa the total revenue lines are farthest 

apart, in mathematical terms where the 
tangents are parallel. 
Thus it is seen that marginal analysis in- 

volves, to some degree, a series of concepts 
developed by the economists and now used 
by cost accountants. While this analysis of 
the short run, under conditions of perfect 
competition, is quite theoretical, it reflects 
many of the concepts that have been 
partially discussed in the articles referred 
to earlier. Some of the confusion in both 
terms and conclusions, it appears, has 
come from the use of incomplete theoret- 
ical patterns. These patterns can be 
valuable tools for analysis when correctly 
used. 

Long Run 

In the long run, all costs are variable 
because in this period plant size can be 
adjusted upward or downward. This situa- 
tion has not been explored in detail by the 
proponents and critics of marginal costing, 
but it is obvious that the total, average 
and marginal long-run full costs could be 
computed and used for management pur- 
poses. Charts showing this situation could 
be drawn similar to those shown for the 
short run. 

Conclusions on Marginal Analysis 

Marginal analysis, both short and long 
Tun, can contribute to management ac- 
counting and is consistent with conven- 
tional accounting techniques. The vari- 
able costs can be accumulated and an- 
alyzed for management purposes and the 
fixed costs can be allocated for the inven- 
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tory figures shown on the financial state- 
ments. 

Mr. Amerman, writing in Accounting 
Research, presents a series of mathemati- 
cal equations to analyze marginal costing 
and uses the term “conventional absorp- 
tion cost income statement.” He concludes 
that the objections to the conventional 
statement may be overcome by: 

(1) abandoning the present concept of 
profits and reporting it as the difference 
between income and the sum of variable 
cost of goods sold plus total fixed costs in- 
curred or, 

(2) retaining the present concept of 
profits, but reclassifying the income state- 
ment in such a way that the direct cost 
profit is first computed and the absorption 
cost increment, constituting the fixed cost 
component of inventory difference, there- 
after added.’ 

Mr. James E. Earley, in discussing re- 
cent developments in cost accounting con- 
cludes that ‘“‘cost accounting principles are 
fast incorporating the wisdom of the econ- 
omists” and “that marginal accounting is 
peculiarly adapted to multidimensional 
enterprise, losing much of its rationale if 
applied to the simple firm of most con- 
ventional models.’ 

It has been shown that some concepts 
said to be “new” are not so new, that some 
terms do not mean what they appear to 
mean, that economics has much to contrib- 
ute to cost accounting and that there is 
much to be gained by the cost accountant 
through correct analysis of his problem on 
a theoretical level before he starts to gather 
the data that will aid him in answering the 
questions of management. 

Amerman, Gilbert, ‘Facts about Direct 
oe Accounting Research, 

» J ery “Recent Developments in Cost 
Marginal Analysis,” The Journal 

= 

of Political 



THE ACCOUNTANT IN LITERATURE 

as A. H. STACEY 

Head, Economic and Marketing Research Unit, General Electric Company, 

Lid., England 

so far, in establishing the account- 
ant as a literary figure. Dramatists, 

essayists and even poets have immor- 
talized the professional executants of law, 
medicine, philosophy, the arts and the 
sciences—not to mention the often over- 
played figures drawn from the Army and 
the Church. The reactions of these pro- 
fessionals to varied impulses—high and 
low—have been successfully depicted. 
Why has the accountant been almost 

completely left out of the feast of literary 
life? Alas, is he not like all other humans 

possessing, one would like to think, the 

same sensibilities and prejudices, the same 
passions and sang froid as the others? His 
training is as rigorous as that of most pro- 
fessionals, and in the discharge of his daily 
duties, his services rank as high, if not 
higher, as that of the others. Why, then, 
has he not been “discovered,” and found a 

worthy figure of greater attention by the 
story-teller, the poet, the dramatist or the 
essayist? It matters little under what aus- 
pices he could be mentioned—as a villain, 
as a mathematical huckster, as a demi-god 
of the calculus, as a man endowed with an 

infinite capacity for evil or as one who can 
do nothing but good, “doing the right 
thing, and contemplating the beautiful” 
as T. S. Eliot would put it. Why then this 
chasm, this dichotomy, the useful or use- 
less lives of accountants which appear to 
excite no literary passions? 
What is more, the accountant’s work in 

principle, if not in detail, is so perfectly 
comprehensible: he commands a univer- 
sally accepted and understood set of sym- 
bols, the realm of figures—indeed a plastic 
medium! Could it be, therefore, that his 
professional intercourse with figures—his 

[°= enthusiasm has been shown, 
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particular lingua franca—produces a hy. 
brid, like esperanto, which is devoid of 
literary fecundity? The answer must be 
surely no! Figures are exciting, their very 
economy is the transmutation of poesy 
rather than of prosody. Yet in the hands 
of its professional exponents this vitality 
in the world of accountancy withers and its 
romance stays unconsummated for the 
purpose of literature. The fact of the mat- 
ter is that—whatever their personal dis- 
position—in their collective expressions 
accountants are innocent of romance, or, 
at least, such is the popular appearance of 
their professional portrait. Yet this lack 
of participation in literature, or around it, 
must have some fairly logical reason. Are 
literature and accountancy incompatible? 
There is no valid reason why the two 
should be co-exclusive yet, so far, no one 
has practiced to combined talents of litera- 
ture and accountancy in a way that other 
professions could be allied with literature. 
Gibbon, who wrote the Decline and Fall, 
was a soldier, Somerset Maugham, the 
author of several classics, is a doctor of 
medicine, scores of lawyers have written 
numerous good books, not to mention the 
merchants and craftsmen who over several 
centuries have written admirably about 
their reactions to the times in which they 
lived. In the end, one is inevitably led to 
ask the question—must one cease to be an 
accountant to write literature? Why was 
it, for instance that Richard Le Gallienne, 

of the Yellow Book fame, who wrote with 

such passionate understanding about the 
age in which he lived, of the Romantic ’90’s, 
should have found it necessary to leave 
that Liverpool firm of chartered account- 
ants, Chalmers, Wade & Co., where he 
worked for seven years, to become a poet? 
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The Accountant in Literature 

True he failed his examinations, and then 
decided to devote himself to poetry. But, 
at least, in the case of Le Gallienne, the 

accountancy profession is accorded full 
honors. This must be one of the rare 
known cases of accounting participation 
in literature, in launching a promising new 
poet on his career. It was his friends in the 
office of this Liverpool firm of chartered 
accountants who clubbed together and en- 

abled Le Gallienne to publish, privately, 
his first collection of verse My Ladies’ 

Sonnets and other Poems. 
Yet the tools which shape the balance- 

sheet can be every bit as exciting and 
dramatic as the surgeon’s scalpel or the 
sculptor’s chisel. But romance in the 
literary sense, as well as in the larger, liv- 
ing sense, must be manifest and not eso- 
teric. The slow shaping of a form in stone 
or the rapid movements of the skilled 
surgeon on the patient are actions in the 
present tense whose outcome the observer 
can calculate, anticipate and envisage—in 
other words, vicarious participation! Not 
so in the case of the accountant whose 
argosies of calculations in countless ledgers 
are annually consecrated in three main 
columns of figures, in the balance-sheet 
and the profit-and-loss account. It must 
be admitted, this sort of professional 
exercise is unlikely to excite anyone’s pro- 
pensities for passion! 
Again it would be an error to presume 

that the accountant’s work is mere routine 
and that its crowning results are simply 
adventures in black and white. Where the 
accountant has excited interest, even in his 

purely routine work, and immersed him- 

self in adventure, is in circumstances where 

he employed his respectable technique to 
roguish ends. Here are the seeds of a good 

plot, the raw material for the man of 
letters. The little insignificant accountant 
in the New Yorker story “The Greatest 
Accountant in the World,” relieves his 
employers of many thousands of dollars 
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without a personal motive of gain, just 
for the love of juggling with figures: he is 
a man everyone would like to have met 
and, in these days of ready understanding 
of the movements of the sub-conscious, 
questioned about his motives. He is a 
mystery clad in accountants’ clothes, and 
he uses the tools of his professional skill to 
bring nearer home the mystery of in- 
calculable human destiny. Or take the 
accountant in Elmer Rice’s play ‘The 
Adding Machine” where this duil little 
fellow, Mr. Zero, having been executed for 
killing his employer, works an adding 
machine in the other world, as well as in 
this one when he is returned to it, until he 
becomes the slave of this infernal calculat- 
ing monster. This unusual juxtaposition of 
circumstances redeems the boredom of 
mechanical action and the accountant’s 
punishment can be easily equated, in re- 
verse, with that of Sysyphus. Again, in 
Executive Suite, where the almost feudal 
head of an organization drops dead, the 
accountant of the company at once as- 

sumes control of affairs and ‘‘calculates”’ 
that by so doing he can eventually succeed 
to the presidency. The accountant’s tradi- 
tional, professional characteristics are 
much less emphasized in this book—as well 
as in the play—than his human failings, 
attributed in this case to avariciousness 
and meanness. Reference to his accounting 
skills by his colleagues on the board are 
merely commonplace and occasionally sus- 
pect, comments on this character are un- 
compromisingly denigratory. This would 
appear to underline the fact that for pro- 
fessional competence to matter, one way 
or another, it must be allied with other 
easily recognizable human traits and qual- 
ities. 

In the sporadic references to account- 
ancy and the accountant in literature one 
can glean only one particular impression 
of the living image—unhappily not a very 
flattering one at that! The little men in 
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the clutches of the computer, the over- 
ambitious, scheming executive, or the men 
with a kink are rather pathetic; though we 
can perceive their actions, they are not 
calculated to bestow on them any sort of 
fulfilment in the larger purpose of life— 
those, which euphemistically, or otherwise, 
one may refer to as “daring” or “noble.” 
Yet, the most ordinary and ephemeral 
can invoke sympathy and fire the imagina- 
tion if their roots are in the living matrix. 

Thus, literature has not ennobled the 

accountant so far; not, one should add, 
because it looks upon him as perverse, but 
because it considers him dull. It is this 
very respectability which swept the pro- 
fession—individually and collectively— 
into that category which makes its ad- 
herents so unlikely a people for the title 
roles of romance. At least, such are out- 

ward appearances. They are the result not 
so much of design but of circumstance. A 
profession, which on any sort of an or- 
ganized basis, is only a hundred years old 
—and there are others in addition to ac- 
countancy—cannot allow to show itself 
frivolous, only formidable. And here is the 
cleavage from “life” which is neither a 
succession of wisdoms nor a chain of fol- 
lies, neither a phalanx of unpiercing re- 
spectability nor a Bohemian existence 
always with a “song in the heart,” but a 
recurring combination of diverse forces 
and circumstances pulling all the time in 
unpredictable directions often towards 
unexpected ends. 

Nothing is more calculated to explain, 
or even ameliorate, the laymen’s concep- 
tion of the accountant, or emancipate the 
accountant’s conception of himself, than 
one of Graham Greene’s recent short 
novels Loser Takes All, Even accountants 
who juggle with figures all day, and regu- 
larly take work home, could easily find the 
two hours required to read this book. The 
story is classically simple. A middle-aged 
accountant meets a young girl: all is 
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arranged for quiet nuptials at an English 
sea-side resort when the “boss” of the 
company singles him out for favors which 
result in adventures. Fate and the bogs’ 

caprices take him and his finance to Monte 
Carlo where the accountant goes through 
a number of true-to-life motions—much at 
variance with the accepted pattern of ex. 
perience within the orbit of most accounts, 
This is the crux of the book. 

To earn his deserts for his adventure, 
the hero Mr. Bertram, the assistant ac- 

countant of a world-wide organization, 
first distinguishes himself by his profes. 
sional expertise before the GOM—the 
“grand old man,” the boss. As very rich 
people sometimes do, the GOM takes a 
transient liking to this not very significant 
creature. Summoned to the boss’ office 
Bertram finds the source of an inaccuracy 
in the accounts, and by “taking in” his 
surroundings also notices the French im- 
pressionists’ paintings on walls of the 
office. He discusses the paintings, as well 
as the beauties of French literature, 
Baudelaire and, oddly enough Racine, with 
the boss. Thus, at once, the obscure little 
employee became a person—if only tem- 
porarily—by sharing with the boss a hu 
man experience, the appreciation of beauty. 
This factor ranks higher than his profes- 
sional competence, and here then is the 
first lesson: the accountant, whose pro- 
fessional competence is buttressed with 
well-rounded knowledge of the world 
scores success! 

In comparing most accountants’ reac- 
tions and behavior with Bertram’s, all 

that can be hoped for is an exhortation for 
more experience of beauty and not neces- 
sarily more of knowledge. In the labyrinth 
of private and public life this homily is not 
likely to be superseded. 

E. M. Forster immortalized the English 
in Italy and in India, by projecting the 
clash of cultures in Where Angels Fear to 
Tread and Passage to India, then Graham 
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Greene puts his fingers on the gap between 
alife based on professional ideals alone and 
a fuller life based on wider sympathies 
gathered in the crucible of pain and experi- 
ence. Here, knowledge is no longer enough, 
only intelligence and wisdom will help. To 
slve our accountant hero’s matrimonial 

problems, Graham Greene makes the 
“boss” say: “‘My second wife left me be- 
cause she said I was too ambitious. She 
did not realise that it is only the dying 
who are free from ambition. And they 
probably have the ambition to live. Some 
men disguise their ambition that’sall. There 
are different types of ambitions—and my 
wife found she preferred mine because 
it was limitless. They do not feel the in- 
finite as an unworthy rival, but for a man 
to prefer the desk of an assistant manag- 
ger, that is an insult.” 
The real moral, of course, lies in the 

method whereby Bertram re-establishes 
his connubial bliss. No _ professional 
primer, no accounting or economic cate- 
chism can possibly teach such unorthodox- 
ieson approach. Bertram had to do nothing 
less than to purge himself “occupation- 
ally” of his former mores. Accounting 
measures became eradicated before the 
superior emotions of love. From now on, 

Bertram may carry on with more insight 
and less meticulousness in the course of 
his daily life. And here, is it a sign of the 
times one may ask, that so many account- 
ants nowadays no longer bother to record 
the shillings and pence in the annual ac- 
counts of their companies? Is expedi- 
ence to take the place of pompous preci- 
sion? 
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Graham Greene’s acute sense of the 
present has made him choose the account- 
ant as a suitable medium for a very cur- 
rent social-occupational novel. In so doing 
he underlined the ubiquitousness of the 
accountancy profession as well as the lack 
of sophistication of most of its members. 
The fact seems more emphasized by mak- 
ing his accountant-hero, right from the 
beginning, appear more cultivated than 
his “position in life,” as an assistant ac- 
countant, would normally warrant, hence, 

his enhanced chances for adventure and 
fuller living! For this truth should be en- 
graved on the hearts of all specialists, that 
the world judges professional experts very 
differently from the way they judge them- 
selves. Professional appreciation and rec- 
ognition, although important, alone, by 
themselves, fall short of the ideal in gain- 
ing “status” and real acceptability among 
one’s fellow men. And, it should be added 
that, to gain the hearts of others one must 
remain a continuous scholar in God’s 
wider classrooms—implying that there are 
many things accountants should know 
apart from accountancy. Professional com- 
petence can, and does, provide a living, 
but only unrestrained emotions, unin- 
hibited actions and experience of the world 
can endow life, and produce a situation 
which is worthy of literary treatment. 
The moral about accountants and life is 
that too many have drifted too far apart. 
Until that gap is narrowed, accounting 
endeavour will hardly merit a chronicler 
nor command the sympathy of the average 
reader who would want to know more 
about it. 
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THE FIVE-YEAR PROFESSIONAL ACCOUNTING 
PROGRAM* 

G. ASHBURNE 

Associate Professor, University of Texas 

NYONE who proposes a course of 
A study to implement our movement 

toward a professional education 
program must be ready for rebuttals from 
all angles. In spite of the fact, we can 
come to eventual agreement only by 
getting down to specifics instead of main- 
taining a spurious unanimity on the level 
of broad generalities. The program set out 
here is not the result of a consensus of 
authorities, nor is it a program slanted 
toward a special interest. The writer is 
responsible for it and proposes it to get 
action started. 

Two premises must be understood if the 
proposal is to be viewed in the proper 
perspective. The first is the definition of 
the accounting profession on which it is 
predicated. 

A profession is characterized by stand- 
ards of proficiency, standards of attitude, 

and standards of conduct. No profession 
which has won its place has perpetuated 
segmentation of its ranks. A lawyer is a 
professional man—or is so considered— 
when he has passed the bar. He con- 
tinues to be a member of the profession 
whether he serves as a corporation lawyer, 
as a teacher, holds political office, or prac- 
tices in any branch of law. A doctor is a 
professional man when he has achieved 
the status, regardless of his future relation- 
ship to a business or to a patient. The 
designation, once earned, continues to 
mark him as one holding to the standards 
of his colleagues in the profession. 

* This paper was presented at the first regional meet- 
ing of the Southwestern Section of the American Ac- 
counting Association, held jointly with the Southwest 
a Science Association at Dallas, Texas, on April 20, 
1957. 

My definition of the accounting pro 
fession, then, includes the practitioner, the 
accountant in private employment, and 
the accountant who teaches, provided he 
has measured up to professional standards 
of proficiency, attitude, and conduct, and 

continues to do so. 
The second premise has to do with pro- 

fessional education. In every calling that 
has attained the status of a profession, the 
organized members have recognized that 
achieving and holding the status of a pro- 
fession requires them to take responsibility 
for the training and education of potential 
members of the profession. Inevitably, 
they have set up an accrediting machinery 
to select and subsidize those educational 
institutions best equipped to provide pro- 
fessional training by virtue of plant, staff, 
and programs, and to impress all educa- 
tional institutions with the high standards 
required by the profession. From this 
point, evolution to a professional school is 
inexorable. 

Both of these positions may place me in 
a minority. If so, it is a minority resolute 
in the conviction that the greatest hope 
for the profession of accountancy lies in 
this direction. 

Now, let us turn to consideration of an 

educational program for communicating 
to potential accountants the body of pro- 
fessional knowledge and techniques and 
for instilling in them the attitudes and 
sense of values found in a professional ac- 
countant. 

The renaissance of the decade is the 
reaction from overspecialization, the re- 
discovery that a man with an extremely 
narrow background of education and ex- 
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Professional Accounting Program 

perience is at a disadvantage, in many 
ways, with a competitor having a broader 
understanding of human experience and 
culture. Not all of us are willing to pursue 

this view point to the extreme, but ac- 
ceptance of its truth is widespread. 
Where the breadth of education should 

come is a moot point. The evolution of our 

educational system, however, has set the 
model of a pyramid, with the early years 
devoted to the general cultural inherit- 
ance, later years to the pursuit of more 
specialized knowledge in limited areas, 
and a final topping of concentrated study 
in a narrow field. Professional training in 
accounting cannot escape the effects of 
this pattern. 
Most of us recognize the advantages of 

spreading nonaccounting course-work 
throughout the entire education process. 
The student’s ability to understand and 
to relate ideas and points of view improves 
with his maturity. If he takes all his arts 
and sciences work in the first two years, 
for example, both he and the fields have 
been discriminated against. Even though 
accounting courses furnish some variety in 
objectives, approach, methods, and rela- 

tive emphasis on technique, the advanced 
accounting student’s work in accounting 
will improve when he has a concurrent 
class in another area. Nevertheless, the 
five-year program will reflect the pyramid. 
We can do little more than move a few 
stones around from one level to another. 
The program described below is not the 

ideal program, but rather a first-stage pro- 

gram subject to the modifications indi- 
cated by experience. It is not revolution- 
ary, but evolutionary. Too many vested 
interests are affected, I think, for us to 
jump headlong into a radical departure 
from present-day curricula. We should 
take care not to move backward, however. 

In deference to the young collegian’s 
uncertainty about his lifework, the only 
decision he must make toward an ac- 
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counting degree in his first year of college 
is to enroll in the course ‘‘Introduction to 
Business.” I would hope that counseling 
would take place in this course, with de- 
scriptions of the various careers in business 
administration and perhaps some aptitude 
testing, though I am chary of the latter. 
With this orientation and personal coun- 
seling the freshman should be able to de- 
cide whether or not he wishes to move in 
the direction of a business administration 
degree. 

Non- Busi Ac- 
busi- ness count- 
ness ing 

Freshman Year 
English, mathematics, science 
Economics 
Speech or elective 3 
Introduction to business 3 

27 3 0 

The first-year program is probably 
identical with the work offered in most 
schools or colleges of business administra- 
tion now. Depending on whether econom- 
ics is inside or outside, the freshman work 
is almost exclusively in fields outside 
business administration. 

In the second year, the student is still 
not forced into an irrevocable decision on 
a professional accounting program. The 
requirement of elementary accounting is 
universal. You will note the recommenda- 
tion of additional mathematics, although 
logic or even science might be acceptable 
substitutes. The program is still not much 
different from the present program. 

Non- Busi- Ac- 
busi- ness count- 
ness ing 

Sophomore Year 
Literature, history, government 18 
Mathematics 
Accounting 6 

24 0 6 

Total, two years 51 3 6 

In the school not accredited to give the 
five-year professional program, the junior 
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and senior work could be intermixed to a 
greater extent than is shown in the illus- 
trated plan. Requiring the student to take 
the first course in each business adminis- 
tration area during the junior year, how- 
ever, has merit. Presumably, he will then 

have eliminated other careers in favor of 
accounting by the end of his junior year. 

The junior-year program outlined is 
quite similar to that appearing in the 
usual college catalog, with the bulk of the 
work in the school of business but not in 
accounting. Each student would have 
something more than an introduction to 
two areas other than accounting. The six 
hours of accounting would probably be the 
first course in intermediate and element- 
ary cost, to begin with. I believe, however, 
that a better course for the purpose could 
be organized covering the rationale of 
financial and cost accounting, the reasons 
for procedures, and the uses of accounting 
as a tool of analysis or of control, and the 
results which might be expected. 

Non- Busi- Ac- 
busi- ness count- 
ness ing 

Junior Year 
Business administration fields (3 

hours in each, 6 hours in at 
least two fields) 24 
Business correspondence, busi- 
ness law, finance, manage- 
ment, marketing, and statis- 
tics 

Financial accounting, cost ac- 
counting 6 

0 24 6 

pes | Total, three years 
| | I 

In the fourth year, a student will enter 
the professional school in most institu- 
tions. Approved schools will tend to es- 
tablish two-year professional schools, 
though some may start out with one-year 
schools. As time passes, students who have 
decided on accounting will migrate to the 
accredited five-year schools at the end of 
their junior year. The school not approved 
for a five-year program will be in about the 
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same position as it is now except that it 
will not attempt to expand its accounting 
offerings. It may continue to offer fourth. 
year work for the near term, but its great 
opportunity will be in experimenting with 
new approaches to accounting as a social 
science, as an analytical tool in finance, or 
as a means of managerial control, de. 
pending on the nature of its student body, 

Limiting the student to 24 hours of ac- 
counting in his first four years is important 
if we intend to stand on the position that 
broad general education is desirable. The 
obvious means of enforcing this limitation 
would be for the accredited school to ree- 
ognize no more than 24 hours as admission 
credits to the fifth year. 

The fourth year is probably heavier in 
electives than the usual accounting pro- 
gram today. The accountant needs a 
better understanding of economics, and 
the course indicated would best be a 
course in the history of economic thought 
or in comparative economic systems. The 
statistics course would require the ac 
counting student to take at least six hours 
in the use of statistical techniques; the stu- 
dent might take his six hours in the junior 
year, however, and leave room for an 
additional elective here. 

Non- Busi- Ac- 
busi- ness count- 
ness ing 

Fourth Year 
Accounting: intermediate, ad- 

vanced, systems and internal 
control, budgeting and stand- 
ard costs 12 

Economics 3 
Statistics 3 
Electives 6 6 

9 9 12 

Total, four years 60 36 = 2 
= = = 

The intermediate and advanced account- 
ing courses suggested would be based on 
the year of accounting in the junior year, 
and could be more specialized than the 
corresponding courses now offered. 
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Professional Accounting Program 

By the end of the fourth year, the stu- 
dent pursuing a professional accounting 
education will have had 60 hours of non- 
business subjects (including economics), 
36 hours in the school of business other 
than the 24 hours of accounting. He would 
be eligible for a B.B.A. in general business 
if he desired to get it. As an accountant, 
however, he would not have reached any 
recognized professional level. 
By the beginning of the second half of 

the fourth year, the candidate for the 
fifth-year program would have taken an 
admission examination. This examination 
would be prepared by the accrediting 
commission of the profession and ad- 
ministered by the professional schools. The 
particular school might add a section to 
the uniform examination to suit its own 
purposes. The student passing this ex- 
amination would have some professional 
status as being qualified for professional 
training. He would have no license to en- 
gage in accountancy except at the clerical 
level. 
The fifth year course of study is open to 

wider differences of opinion with respect 
to sequence, content, and method. Some 
courses might be conducted on an all-day, 
or half-day, basis. Others might include 
some type of internship as a part of the 
course. I think the beginning will be more 
or less traditional, with experimentation 
in methods and scheduling leading to 
better education. 
I have allowed for six hours of electives 

outside accounting, in one or the other, or 
split between, areas in the school of busi- 

hess or completely outside the college. The 
year of income tax and the year of audit- 
ing may be our present courses at first, but 
should be revamped as quickly as our 
imagination and available materials per- 
mit. A basic course in the history of ac- 
counting and the evolution of accounting 
theory is a must, I think, for the profes- 
sional man. The case problems courses 

109 

would serve to integrate theory and pro- 
cedure and exercise the dicision-making 
muscles of the potential accountant. All 
kinds of possible teaching techniques and 
methods of conducting the courses should 
be investigated and experimented with. 
One of the accounting elective courses 
ought to be a course in communication 
and reporting unless these matters have 
been worked into all the fifth-year courses. 

Non- Ac- 
busi- count 
ness ing 

Fifth Year 

Electives 06 0-6 
Accounting: Taxes (6), auditing 

(6), evolution of accg. theo: 
(3), cases in public, industrial, 
or governmental accounting 
(6) 21 
Elective courses 6 

0 6 27 

Total, five years 60 42 51 

At the end of the fifth year of profes- 
sional education, the graduate would be 
eligible to sit for the basic professional ex- 
amination. The present examination, with 
changes to broaden the areas covered, 
would suffice. The successful candidate 
would receive the basic professional desig- 
nation—Registered Accountant, or Ac- 
credited Accountant—and would be li- 
censed to perform all accounting services 
not requiring an opinion on the fairness of 
presentation of statements. This desig- 
nation would be the minimum require- 
ment of teachers in accredited professional 
schools. 

Some would grant this designation upon 
graduation from the professional school 
with no examinations beyond those given 
by the school. I think the examination has 
such acceptance in all professions as the 
deciding factor that we would do better to 
continue the practice. 

Some avenue must be held open, also to 
the person who completes the four-year 
program and acquires the equivalent of the 
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fifth-year program by other means than 
attending a professional school. Perhaps 
some device such as advanced standing 
examinations could be given that individ- 
ual to judge his readiness for the uniform 
examination. 

The Accredited Accountant, or what- 

ever his designation is, who desires to per- 
formaudits would be required to work in the 
employ of a CPA for whatever period the 
profession agrees upon. After this period, 
he would be eligible to sit for a brand new 
examination designed to measure his tech- 
nical proficiency and, more important, his 
professional judgment on such matters as 
materiality, adequacy of sampling, the 
need for qualifications of opinion, and so 
on. This examination would be adminis- 
tered by an examining committee of prac- 
titioners and might include both written 
and oral parts. The written parts would be 
created by the Institute and graded 
centrally. The examining committee 
would judge the candidate’s score on the 
written parts and conduct oral examina- 
tions to the extent necessary for them to 
determine the candidate’s acceptability. 
Successful completion of this examination 
would entitle the accountant to carry the 

designation C.P.A., with its present mean- 
ing except that it would be elevated to a 
supra-professional level, something like 
the national boards in the medical pro- 
fession. 

The Accounting Review 

In time, other specialties might be 
established at this level. For example, the 
Controllers Institute might grant a Certi- 
fied Managemert Accountant designation, 
A tax institute might be established. 
There might be a place for the internal 
auditor or the management services spe 
cialist. 

The important thing, if the profession is 
to rank with medicine and law, is agree. 
ment on a basic designation of a pro- 
fessional accountant. The CPA would be 
the best designation for the purpose, but it 
has such a great investment in it that the 
proposed compromise seems to be more 
practicable. 

Until such time as the several ac- 
counting groups come together on this 
basic recognition and actively sponsor it, 
we will continue to observe the dissipation 
of energy in separate directions with each 
national organization trying to achieve 
professional status for its own member- 
ship—at the expense of all other account- 
ing organizations when the chips are down. 
The quest for professional status is strong 
and persistent, it will be pursued—togeth- 
er, or separately. The decision calling for 
immediate resolution is: 

Will we have a profession of public ac- 
countants, a profession of controllers, a 

profession of internal auditors, and so on, 
or will we have a profession of account: 
ancy? 
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THE INTERNAL AUDITING COURSE IN THE 
ACCOUNTING CURRICULUM 

RoBert H. VAN VoorHIs 

Professor, Louisiana State University 

book titled Internal Auditing. In. the 
fall of that same year, he and several 

others were instrumental in bringing into 

existence the first chapter of The Institute 
of Internal Auditors. At that time, the 
term “internal auditor” was not generally 
recognized and understood. 

Sixteen years later, the Institute has 
grown to a membership exceeding 3,400, 
distributed among more than fifty chap- 
ters in this country and abroad. Internal 
auditing in various forms and in varying 
degrees is consciously practiced in most of 
the larger firms and many of the smaller 
ones, in this and other countries. Even yet, 
however, many of our students in the 
colleges of commerce and a surprisingly 
large number of their accounting profes- 
sors do not really know what internal 
auditing is. 

In 1947, the Research Committee of The 
Institute of Internal Auditors published a 
Statement of the Responsibilities of the In- 
ternal Auditor which contains this fre- 
quently-quoted paragraph defining the 
nature of internal auditing: 

Internal auditing is the independent appraisal 
activity within an organization for the review of 
the accounting, financial, and other operations 
as a basis for protective and constructive service 
to management. It is a type of control which 
functions by measuring and evaluating the effec- 
tiveness of other types of control. It deals pri- 
marily with accounting and financial matters but 
it may also properly deal with matters of an oper- 
ating nature. 

I: 1941, Victor Z. Brink published a 

In the ten years which have elapsed 
since this definition was formulated, the 
field of internal auditing has broadened. A 
committee is working on a revision of the 
original Statement of Responsibilities. This 
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revision is expected to stress the con- 
structive services to management, which 
have been greatly expanded in many 
firms in this interval. 

MANY ACCOUNTING CURRICULA 

EMPHASIZE PUBLIC ACCOUNTING 

It appears that in many colleges the ac- 
counting curriculum is heavily slanted to 
prepare students for public accounting 
careers and even more specifically, to 
pass the CPA examination. This point of 
view is strongly espoused by Jerome J. 
Kesselman in the Journal of Accountancy 
for April, 1957 (Vol. 103, pp. 61-65), in an 
article titled “Structuring the Curriculum 
For the CPA Examination.” Professor 
Kesselman does just that, without even 
mentioning training accountants for posi- 
tions in business or government. This 
emphasis on training for public accounting 
developed half a century ago and still 
lingers in too many schools today. 

In the last forty years, cost accountants, 
controllers, and internal auditors have in- 
creased in stature and importance in their 
firms and have clamored, more or less 
successfully, for improved college training 
for students planning to enter these fields. 
in 1956, there were more than 50,000 CPAs 
in the United States, over half of whom 
were members of the American Institute 
of Accountants. Some 38,500 persons 
were members of the National Association 
of Cost Accountants at that time, while 
there were over 4,600 members of The 
Controllers Institute of America, Inc., and 
over 3,400 members of The Institute of 
Internal Auditors. 
A course in basic public accounting 

auditing seems universally to be included 
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in the curriculum for an accounting major. 
Courses in cost accounting are generally 
included. Those in controllership, in- 
ternal auditing, and governmental ac- 
counting have appeared more recently in 
the listings of many colleges. 

PUBLIC ACCOUNTING AND INTERNAL 

AUDITING CONTRASTED 

The activities of the certified public ac- 
countant, his ethical precepts, and his 
responsibilities are fairly generally under- 
stood. He serves his client in a number of 
significant ways, including systems design 
and installation, income tax work, man- 

agement counseling, and auditing. In this 
latter function, he reviews the records 

and other evidence in order to express an 
opinion on the representations which the 
management make in their accounting 
statements and reports. He determines 
whether the client has followed generally 
accepted accounting principles in a con- 
sistent manner from one year to the next. 

The public accountant has responsibilities 
to outsiders who may rely upon his work, 
such as bankers and other credit grantors, 
stockholders, the government, and the 

general public. To serve effectively in these 
diverse capacities, the public accountant 
must have a high degree of professional 
competence, of personal integrity, and of 
independence. 

On the other hand, the internal auditor 
is an employee of a particular firm. He is 
ordinarily employed to help management 
do a better job of managing that particu- 
lar firm, and he has no responsibilities to 
outsiders. He usually has no direct respon- 
sibilities to the owners, the stockholders. 

To insure the greatest possible independ- 
ence commensurate with his status as an 
employee, the internal auditor usually re- 
ports to some executive near the top of the 
hierarchy in his firm. He is generally given 
broad authority to investigate and to re- 
view records and operations within the 
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firm. Nevertheless, by the nature of his 
position, his independence is limited. 

Note that the public accountant ap. 
praises the statements prepared by man. 
agement and expresses his opinion on 
them. Management has the primary 

responsibility for the accuracy of its re. 
ports. The internal auditor helps assure 
this accuracy. He functions as an element 
of management control, reviewing and 

appraising other management controls to 
make sure they are operating according to 
plan and in an effective manner. 

Persons who are sophisticated in ac 
counting matters realize that neither the 
public accountant nor the internal auditor 
has as his principal function the discovery 
of employee dishonesty in its various pos- 
sible forms. Yet each, as an incident to his 

other work, is likely to discover any re- 
curring dishonesty which persists over a 
long enough period. While both public ac- 
countant and internal auditor may origi- 
nally have stressed the discovery of dis- 
honesty, neither now does so. 

The forerunners of the modern internal 
auditor came into being toward the end of 
the nineteenth century as traveling audi- 
tors. They were first employed in firms 
with a wide geographical separation of 
branch locations from the home office, 
such as the railroads. Before the days of 
bookkeeping machines, they were ex 
pected to search for fraud and to be sort of 
super-clerks who would discover and cor- 
rect errors in the records. As machines im- 
proved clerical accuracy, this became less 
important. In visiting the branch loca 
tions, the traveling auditor gradually 
found himself interpreting home office 
policies and procedures to company emt 
ployees there, and returning to the home 
office with a broad understanding of branch 
office problems. He began to serve as @ 
channel of communication in both direc 
tions. To perform this work more effec 
tively, he had to become thoroughly inter 
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familiar with company regulations and 
procedures and learn to explain how and 
why to those responsible for carrying 
them out. 
In the course of his traveling, and as an 

incident to his other work, he could ob- 
serve operating conditions, employee 
morale, customer relations, care and use of 
company property, and other significant 
aspects of the firm’s operations, and re- 
port back to top management. Indeed, 
he could do these things better than man- 
agement itself, because in spending more 
time in the branch locations he was able 
to see their operations at a more normal 
pace and to obtain a more accurate picture 
than management could do in a short 
(and usually pre-announced) visit. 
Gradually, the internal auditor has in- 

creased his activities in appraising adher- 
ence to company policies and procedures 
in areas other than accounting and finan- 
cial. He is continually on the lookout for 
waste and inefficiency in his firm in all of 
its operations. In many cases this con- 
structive service to management has be- 
come much more important and more 
valuable than the older protective func- 
tions. This is not to imply that the inter- 
nal auditor is a sort of cloak-and-dagger 
secret service for top management, but 
rather that he serves as “the eyes and 
ears of management” in order to help 
them to exercise better control than they 
could without him. At the same time he 
serves the lower levels of management, 
by helping them understand company poli- 
cies and procedures better and in other 
ways helping them to do their own jobs 
more effectively. 

CAN INTERNAL AUDITING BE COVERED 

ADEQUATELY IN THE BASIC 

AUDITING COURSE? 

Many accounting teachers vaguely rec- 
ognize some of these differences between 
interna] auditing and the type of auditing 
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practiced by the independent public ac- 
countant. However, too many feel that 
the subject of internal auditing can be 
covered in an hour or so of class time, as 
sort of an adjunct to the discussion of in- 
ternal check and internal control, which 
they realize is important because it af- 
fects the scope of the public accountant’s 
audit program. 

Enough has been said here to indicate 
that to describe internal auditing activi- 
ties in any degree of detail will probably 
require far more time than can usually be 
spared in a basic auditing course. Be- 
cause of the differences in the objectives, 
responsibilities, point of view, and areas 
of operations, the job of the internal 
auditor is very different from that of the 
public accountant. The specialized ma- 
terial important to an understanding of 
internal auditing cannot be presented 
adequately in the usual public accounting 
auditing course. 

THE CURRICULUM IN BUSINESS 

AND IN ACCOUNTING 

If it is true that the subject matter of 
internal auditing cannot be presented 
adequately in a basic public accounting 
auditing course, what should be done? 
Before trying to answer that question, 
consider some authoritative pronounce- 
ments concerning the content of curricula 
in business and in accounting. 

The American Association of Collegiate 
Schools of Business requires that at least 
forty per cent of the 120 semester hours or 
equivalent generally required for an under- 
graduate degree must be taken in sub- 
jects other than business and economics. 
At least forty per cent of the required 
hours must be taken in business and eco- 
nomics subjects, of which the major por- 
tion should be in business administration. 
Basic instruction must be provided (and 
required of each candidate for a degree) 
in the fields of economics, accounting, 
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statistics, business law, finance, marketing, 
and production or industrial management. 

The Standards Rating Committee of 
the American Accounting Association in 
its 1953 report (published in THe Ac- 
COUNTING REVIEW, January 1954, pp. 
38-44) stated three ultimate objectives of 
education for professional accounting, in 
this order: (1) educating the citizen, (2) 
education in business, and (3) education 
in accounting. A broad general education 
is required for accountants, as for other 
college students, to develop leadership 
ability in community and national affairs. 
The accountant must have a broad knowl- 
edge of commercial and industrial af- 
fairs in order to serve these interests. He 
must be trained in accounting sufficiently 
to recognize its problems and to provide 
the tools with which to solve them. 

For the undergraduate degree, the Com- 

mittee recommended that approximately 
half of the four-year collegiate program be 
devoted to liberal, cultural, and non- 

business studies, approximately one-fourth 
to general business studies, and the re- 
maining one-fourth to accounting studies. 
Required accountingfcourses should in- 
clude accounting principles at the elemen- 
tary, intermediate, and advanced levels; 
cost accounting and cost analysis; audit- 
ing principles and procedures; and prob- 
lems of income tax accounting. Other 
courses recommended include budgeting 
procedures, governmental and _institu- 
tional accounting, and accounting sys- 
tems and procedures. 

Recognizing (as does the American 
Association of Collegiate Schools of Busi- 
ness) that the curriculum cannot of itself 
do the job, the Standards Rating Com- 
mittee stressed the need for a competent 
staff, working under conditions which will 
enable them to teach in an effective man- 
ner. These conditions include suitable 
buildings, libraries, and equipment; a 
reasonable teaching load both in terms of 

total hours and variety of courses; ap. 
propriate limitations on non-teaching col- 
lege responsibilities; and a level of com. 

pensation sufficiently high to compete 
with that paid in public and private ac- 
counting for comparable experience, 
training, and responsibility. 

In 1955, the American Accounting 

Association’s Committee on Standards of 
Accounting Instruction completed a sur- 
vey of undergraduate accounting cur- 
ricula in 100 colleges and published its 
findings in THe AccouNTING REVIEW, 
January 1956, pp. 36-42. The results indi- 
cate a rather close adherence to the re- 
quirements of the American Association 
of Collegiate Schools of Business and to 
the suggestions of the American Ac- 
counting Association’s Standards Rating 
Committee. The survey shows that the 
typical accounting major is required to 
take between 21 and 30 semester hours in 
accounting. Principles courses usually 
take up about half (12-18 hours) of this 
total, with from 3 to 6 hours each in cost 
accounting, auditing, and elementary in- 
come tax accounting. In most cases, what- 
ever remained of the required hours in ac- 
counting might be completed by choosing 
from a number of elective accounting 
courses, which covered a wide range of 
subjects in the various schools. 

In its 1956 report, Standards of Educa- 
tion and Experience for Certified Public Ac- 
countanis, the Commission of like name 

commented upon college accounting pro- 
grams (pp. 120-121) as follows: 

The Commission believes that the knowledge 
needed by the CPA of the principles of account- 
ing, auditing, taxes, and other related areas of 
study, including a background knowledge of busi- 
ness administration, could be acquired effectively 
through the formal educational process. However, 
the Commission does not believe that the existing 
undergraduate programs in schools of busines 
administration generally provide the depth and 
comprehensiveness of training for a definite pro 
fessional objective which are needed by the CPAs 
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of today and tomorrow... . 

The Commission believes that adequate prepa- 
ration for the profession of public accountancy 
requires additional academic study beyond pres- 
ent four-year undergraduate programs. ... The 
Commission envisages professional accounting 
programs, within the framework of collegiate 
schools of business administration, which will be 
comparable in approach and objectives to those 
of professional schools developed in other fields. 

THE DEMAND FOR SPECIALIZED COURSES 

It is natural for persons engaged in a par- 
ticular activity to over-emphasize its im- 

portance. Special interest groups often put 
pressure on college faculties to present 
courses of narrow content related to their 
own particular fields. In many cases the 
faculties have succumbed to such pres- 
sures, with a resultant proliferation of 
courses. On the other hand, in many 
schools there is continual pressure on the 
faculty in the opposite direction from col- 
lege administrators, who perceive the ex- 
pense of a multiplicity of specialized 
courses. There is also resistance from many 
faculty members who prefer to stick to 
more basic concepts and leave the special- 
ized areas for on-the-job training. 

In the light of these comments, it might 
be supposed that a course in internal audit- 
ing would be too specialized to be included 
in the typical accounting curriculum. Let 
us see what is being done, and then con- 
sider what ought to be done. 

In 1954, the American Accounting 
Association’s Task Committee on Internal 
Auditing Education conducted a survey of 
internal auditing education in the United 
States. (Reported in THe AccountTING RE- 
VIEW, January 1955, pp. 58-69.) Com- 
pleted questionnaires were received from 

112 different schools, of which 21 had a 
total of 24 courses in internal auditing. 
Still other schools indicated their intention 
to introduce such courses in the near 
future. The courses being offered naturally 
differed in detail as to their content, hours 
of credit, and method of presentation, but 
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all appeared to cover the field of internal 
auditing reasonably thoroughly and par- 
ticularly to stress the essential differences 
between internal auditing and public ac- 
counting auditing. For the most part, they 
were designed to follow a course in basic 
auditing. Emphasis could therefore be 
placed upon the special functions, re- 
sponsibilities, and areas of operation of in- 
ternal auditors, rather than on auditing 
techniques, which the student was pre- 
sumed to have learned in his basis auditing 
course. 

Textbooks, case problems, and other 
materials with which to teach a course in 
internal auditing have been prepared over 
the years by The Institute of Internal 
Auditors and its members. Current prac- 
tices are reported in the Institute’s quar- 
terly journal, The Internal Auditor, and in 
the published proceedings of its annual 
conferences. The available material is more 
than adequate to provide a challenging 
course in internal auditing. 

Earle H. Cunningham, who had been a 
teacher in his youth and was recently re- 
tired as General Auditor of General Motors 
Corporation, published an article titled 
“The Need for College Courses in In- 
ternal Auditing” in THE ACCOUNTING RE- 
view, January 1955, pp. 51-57. He 
stresses the reliance which modern man- 
agement must place on its system of in- 
ternal control to provide reliable operating 
data and an assurance that its policies and 
procedures are being carried out. Since in- 
ternal auditing is responsible for seeing 
that these other management controls are 
adequate and are operating effectively, the 
subject of internal auditing should be 
covered sufficiently in any college account- 
ing program. It is essential, according to 
this author, that the student be well in- 
formed (but not necessarily highly trained) 
in a wide variety of business subjects, in 
which he has concentrated on principles, 
functions, and objectives. Basic auditing 
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can be covered in a one-semester course, 

the techniques peculiar to internal auditing 
in another. In addition to the courses rec- 
ommended for the four-year college 
degree program, he suggests short courses 
for the business administration or account- 
ing graduate who wishes later to learn 
specifically about internal auditing, and a 
series of special courses for persons already 
employed in internal auditing capacities, 
designed to help them advance in their 
work through obtaining a broader knowl- 
edge of its ramifications. Such courses 
presumably would be offered through col- 
lege extension divisions or adult education 
classes, and need not concern us here. 

WHAT MIGHT BE DONE? 

Many teachers who recognize the desira- 
bility of the accounting student learning 
something about internal auditing are con- 
vinced that the required amount of knowl- 
edge can be presented in a lecture or two in 
the basic auditing course. Such coverage 
may possibly be sufficient to alert the pro- 
spective public accountant to the existence 
of the internal auditor and the necessity of 
reviewing his program on an audit assign- 
ment, but it is almost certain to be in- 

sufficient to present the philosophy and 
responsibilities of the growing field in in- 
ternal auditing. 

Another possibility is to include a more 
comprehensive treatment of internal audit- 
ing with other material in a course devoted 
to managerial applications of accounting, 
perhaps in a course in controllership, be- 
cause in many firms the internal auditor 
reports to the controller. However, the con- 
troller has so many functions which must 
be covered, that the details of internal 
auditing may not be treated adequately in 
such a combination course. 

Recommendation 

In preference to the partial coverage 
which may be possible in other courses, 

and in spite of the difficulties which this 
suggestion may cause in curriculum build- 
ing, it is recommended that a two- or three- 
semester-hour course in internal auditing 
and management controls be included in 
the accounting curriculum. This course 
should have as a prerequisite a basic course 
in auditing. It should be offered at the 
senior-graduate level. It should be an elec- 
tive course, designed primarily for persons 
intending to enter private (industrial or 
commercial) accounting, whether or not 
they intend to become internal auditors. 
The course would also be useful to persons 
intending to enter public accounting. 

Sound principles of internal check and 
the various forms of management controls 
should be covered thoroughly, along with 
the accounting aspects of the internal au- 
ditor’s activities and responsibilities. The 
particular point of view of the internal au- 
ditor should be emphasized. His construc- 
tive services to management outside of the 
accounting and financial areas should be 
stressed. Being offered to students who (as 
seniors or graduates) will already have 
studied business organization and manage- 
ment as well as accounting and basic audit- 
ing, the course may well serve to integrate 
principles of management and principles of 
accounting. The course, concentrating on 
internal auditing in the broadest possible 
manner, would deal also with related 
phases of management organization and 
management controls and would consider 
managerial uses of accounting data in 
various forms. At the senior or graduate 
level, an opportunity is provided to con- 
sider as an integrated whole a variety of 
matters, some of which may already have 
been touched upon in other courses. Such 
opportunities occur all too rarely in our 
colleges of commerce, where the subject 
areas tend to be rather highly compart- 
mentalized and students are likely to be 
surprised when something they have 
studied in one course turns out to be re- 
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lated to material being covered in another 
course in a different field. 

CONCLUSION 

In conclusion, it should be emphasized 
once again that internal auditing is a rela- 
tively new field, having grown tremen- 
dously in importance in the last fifteen to 
twenty years. A considerable number of 
people are engaged directly in internal au- 
diting work, and a much larger number are 
affected who are engaged in line accounting 
or management work at all levels. The 
activities and responsibilities of the inter- 
nal auditor are sufficiently specialized that 
they are not likely to be covered ade- 
quately in a basic auditing course or in a 
course dealing with the general functions 
of the controller. 

The growing importance of the field 
justifies a two- or three-semester-hour elec- 
tive course to be offered at the senior- 
graduate level. Such a course should 
emphasize the relationships between ac- 
counting and management theory and 
practice, specifically in the areas of man- 
agement controls which are the particular 
responsibility of the internal auditor. 
Ample material for such a course is avail- 
able in published form, largely through the 
efforts of members of The Institute of 
Internal Auditors. The successful intro- 
duction of internal auditing courses in over 
a score of our leading colleges suggests the 
desirability of considering the addition of 
such courses in the accounting curriculum 
in other schools. 
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REPORT OF THE ANNUAL CONVENTION 

Carson Cox 

Secretary-Treasurer 

HE 1957 annual meeting of the 
American Accounting Association 
was held on the beautiful campus of 

the University of Wisconsin in Madison on 
August 26, 27, and 28, with the School of 
Commerce of the University of Wisconsin 
as host. 

Special activities for the ladies included 
tours of the Cave of the Mounds, Little 
Norway, Oscar Mayer Packing Company 
and a luncheon at the Nakoma Country 
Club. Activities of the children consisted 
of a visit to Vilas Park Zoo, a fish hatchery 
and the Golden G. Ranch of the Bowman 
Dairy Company. 

Major subjects covered at the sessions 
of the convention were: 

Accounting in Industry 
Accounting Theory 
Training for an Accounting Career 
The round table topics were as follows: 
1. Techniques for Handling Increased 

Enrollments. 
2. Relationships and Responsibilities of 

Teaching Staffs to Executive De- 
partment Programs and _ Short 
Courses. 

3. Reconsideration of the Report of the 
Commission on Standards of Educa- 
tion and Experience. 

4. What the AAA Should Do to Further 
the Development of Accounting 
Theory. 

5. Problems of Students Internships in 
Public Accounting. 

6. Concepts and Standards of Income 
for Taxation. 

7. The Ideal Course in Elementary Cost 
Accounting. 

8. Graduate Programs in Accounting. 
At the luncheon on Tuesday, with Elmer 

G. Beamer, Vice President of the American 

Accounting Association presiding, Dean 
Emeritus, Fayette H. Elwell, School of 
Commerce, University of Wisconsin, made 
a welcoming address and R. Warner Ring, 
Vice President of the American Institute 
of Certified Public Accountants, spoke on 
the subject “Current Developments in the 
Public Accounting Profession.” At the 
business meeting and the luncheon on 
Wednesday, with President C. A. Moyer 
presiding, brief reports were given by the 
Editor regarding THE ACCOUNTING RE- 
view, by the Secretary-Treasurer regard- 
ing finances and membership statistics and 
by the Director of Research concerning the 
activities in this regard. The report on the 
Committee on Nominations (S. Paul Gar- 
ner, Chairman, Russell H. Hassler, H. T. 
Scovill, Herbert F. Taggart, John Arch 
White) was presented by Mr. White: 

President—C. R. Niswonger, Miami 
University of Ohio. 

Vice-Presidents—James S. Lanham, 
University of Florida, John A. Lin- 
quist, Ernst & Ernst, Maurice Moon- 

itz, University of California, Berkeley, 
James S. Schindler, Washington Uni- 
versity. 

Secretary-Treasurer—Carson Cox, Ohio 
State University. 

Editor of THE AccouNTING REVIEW— 
Frank P. Smith, University of Michi- 
gan. 

Director of Research—Ralph L. Boyd, 
Portland State College. 

A motion was made from the floor and 
carried accepting the report of the Com- 
mittee on Nominations and instructing the 

Secretary-Treasurer to cast a unanimous 
ballot for election of the above named per- 
sons. 

President C. A. Moyer reviewed his ac- 
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tivities during the year, and also summa- 
rized the work of Association committees. 
A moment of silence was observed in 

memory of those members of the Associa- 
tion who had died since August 31, 1956. 

After the banquet on Wednesday even- 
ing, President Moyer introduced the mem- 
bers of the Committee on Convention 
Arrangements, the Ladies’ Program Com- 
mittee, and the persons seated at the 
speaker’s table, including President-Elect 
C. R. Niswonger, who made a Lrief accept- 
ance speech. 
Highlight of the banquet session was the 

presentation of Harry A. Finney of the 
Alpha Kappa Psi Award for outstanding 
service in the field of Accounting. The pres- 
entation of the award was made by Pro- 
fessor Wyley S. Mitchell of the University 
of Kansas, District Counseler of Alpha 

Kappa Psi. 

President Moyer then asked Professor 
J. C. Gibson to preside during the enter- 
tainment part of the program which fea- 
tured songs and dances by the Edelweiss 
Singers and Dancers. 

The Association is greatly indebted to 
the Committee on Arrangements and the 
Ladies’ Program Committee for the excel- 
lent arrangements made for us. We would 
like to express our sincere appreciation to 
all the staff members of the School of 
Commerce, University of Wisconsin, and 
especially to the Committee members 
listed below: 

Professor & Mrs. J. Currie Gibson 
Professor & Mrs. Edward J. Blakely 
Professor Angeline G. Lins 
Professor & Mrs. Edward S. Lynn 
Professor & Mrs. Robert H. Mills 
Professor & Mrs. Roy E. Tuttle 
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THE TEACHERS’ CLINIC 

A. B. Carson 

Eprror’s Note: This section of THE AccOUNTING REVIEW is devoted to matters of icular interest to account- 
ing instructors. The contribution of articles bearing on the nature and mare! various types of accounting 

ress education, or dealing with techniques of accounting instruction, is invited. Ad correspondence to A. B. Car. 

son, School of Business Administration, University of California, Los Angeles 24, California. 

CALCULATION vs. AN UNDERSTANDING OF NET OPERATING LOSS 

James H. RosseLL 

University of Pitisburgh 

Taxable income is determined annually 
on the basis of a year’s operations. With 
minor exceptions, there is no adjustment 
factor or equalization device available to 
the taxpayer who finds himself with tax- 
able income in every year, though the 
amount of income may fluctuate widely 
from year to year. The years of low income 
will fall into a relatively low tax bracket 
and the years of high income may be sub- 
ject to a much higher tax rate. 

However, Section 172 of the Internal 

Revenue Code may permit the taxpayer a 
degree of relief when “loss years” are inter- 
mingled with “profit years,” provided that 
any such “loss year” is due to a loss in- 
curred in trade or business, is the result of a 

casualty loss, or is occasioned by a loss on 
the sale of real or depreciable property 
used in trade or business. 

Such losses may be carried back to the 
two years preceding the loss year; then any 
remaining loss may be carried over to the 
five years following the loss year. The 
Code does not permit the taxpayer to 
choose the year to which a loss is carried. 
For example, a loss arising in 1956 must 
be carried to other years, until it is ab- 
sorbed, in the following order: 1954, 1955, 
1957, 1958, 1959, 1960, 1961. A net operat- 

ing loss carried back to 1954 or 1955 
would result in a tax refund. A net operat- 
ing loss carried forward to 1957, 1958, 
1959, 1960 or 1961 would reduce or elimi- 

nate taxable income in such a year. 
It should be understood that the tax re- 

turn loss in a given year may not coincide 
with the statutory net operating loss. Sec- 
tion 172 of the Code requires that several 
possible adjustments be made to the tax 
loss shown by the return in order to con- 
vert it into a net operating loss. It is the 
net operating loss, not the tax return loss, 
which is carried back (and then possibly 
forward). The required adjustments are 
negative in nature, for they reduce the loss 
shown by the tax return to arrive at a net 
operating loss. Thus a net operating loss 
is an amount smaller than the tax return 
loss. In fact, the required adjustments to 
the tax return loss could “eliminate”’ such 
a loss so that there is no net operating loss, 
even though the tax return loss was due, at 
least in part, to a loss from operation of a 
trade or business, from casualty, or from 
the sale of depreciable or real property 
used in business. 

It is at this point that the teacher must 
face up to the task of explaining how a tax 
return loss is converted into a net operating 
loss. While it is relatively easy to explain to 
a student the various technical steps in- 
volved in calculating a net operating loss 
under the Code, it is rather difficult to con- 
vince him of the logic involved. Though 
the instructor may emphasize initially that 
the purpose of the various adjustments re- 
quired to convert an income tax loss into a 
net operating loss is to arrive at an “‘eco- 
nomic” or “out-of-pocket” loss, the stu- 
dent can quickly lose sight of the ultimate 
objective if he mechanically applies the 
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provisions of the Code to a given set of 
facts. 
Two sets of facts will be utilized to 

illustrate the point in question. Each will 
be solved in the orthodox technical man- 
ner. Then an alternative method will be 
employed to arrive at the same answer 
through logical analysis. The two examples 
will deal only with an individual taxpayer 
so that business and non-business facts 
may be contrasted. While sufficient Sec- 
tion 172(d) adjustments will be involved to 
make the cases comprehensive, no attempt 
will be made to employ all possible adjust- 
ments and combinations of facts. Similarly, 
occasional references will be made to 
specific sections or line numbers on the 
1956 tax return (Form 1040) for the sake 
of clarity and brevity of explanation. 

EXAMPLE ONE 
Facts: 
Taxpayer’s return (Form 1040) con- 
Tee the following for 1956: 

Ordinary non-business gross income, 
such asdividendsand interest which 
would appear in Schedules A and 

Schedule C (Profit (or Loss from 
Business or Profession: 
Business income....... 0 ,000 
Business deductions 89,000 

Schedule D—Part I—Capital Gains 
and Losses: 
All transactions for the 

year were non-busi- 
ness. 

Net long-term capital 

Long-term capital gain 
deduction.......... 2,500 2,500 

Schedule D—Part (II)—Gains and 
Losses from Property Other Than 

“— Income from Rents (Schedule 

) 

Adjusted Gross Income........... 

Other Itemized Deductions: 
Ordinary non-business 

deductions, such as 
taxes and _ interest 
paid, medical ex- 
penses, miscellaneous, 

$(36, 500) 

losses. .... 0 11,000 

$(47 ,500) 
Deductions for personal exemptions. 1,800 

Income tax net loss (page 2, line 5). $(49,300) 

is 

(c) Non deduction for person- 
al exemptions is allow- 

(e) Grdinary non-business 
juctions** may not 
ae the sum of ordi- 
nary non-business in- 
come?“ and the excess 

6,000 

It is at this point that many an above- 
average student, having worked out the 
orthodox technical solution line by line, 
loses sight of the logic involved. Moreover, 
such a student may decide that the topic is 
highly complicated and that the easiest 

‘“‘Federal Tax Course—1958” (En- 
‘ood Cliffs, New Jersey: Prentice-Hall, Inc., 1957), 

* Does not include deduction for exemptions or long- 
term capital gain deduction. Furthermore, non- 
deductions not include non-business or 
theft losses inasmuch as such casualty or theft losses are 

possible net operating loss. 
* Does not include salaries or rental income. Both 

« Losses and gains from the disposition of real and 
depreciable property used in trade or business are not 
included in non-business deductions and non-business 
income, but are treated as business deductions or in- 
os Such losses are a cause of a possible net operating 
joss, 

Non-business __casualt 
and theft 

Orthodox Technical Solution:* 
SS Loss shown by tax return............. $49,300 

Less: Statutory adjustments: ; 
(a) Nonet operating loss de- a 

duction is allowable... . 0 
(b) No long-term capital 

allow- 

ide j 

eral (d) Non-business _ capital 
tax losses may not exceed { 

non-business capital 
on- 0 
the 
Oss, 
ibly | 

are 
over losses....... 

loss (9 Business capital losses . 
net not exceed sum 

of business capital gains 
loss and any excess of non- : 
um business capital gains 
s to over losses remaining 

from point (e) immedi- 
such ately above........... 0 10,300 

Net Operating Loss.................. $39,000 
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way out is to memorize the list of necessary 
adjustments. 

Alternative Solution: 

The instructor should now have the stu- 
dent review the causes of a net operating 
loss: 

A loss from the operation of a trade, 
business, or profession. 

A casualty or theft loss. 
A loss from the sale of depreciable prop- 

erty or real property used in business. 
With the causes firmly in mind, review 

the facts given in example one. What is 
the only “‘loss’ shown by the tax return? Is 
it not the loss shown by Schedule C? And 
is this not the first of the above-listed three 
causes of a net operating loss? 

As is often the case, the net operating 
loss ($39,000 in the orthodox technical 
solution) is equal to the “red ink” (loss) 
established on Schedule C of the tax- 
payer’s return. Is it not logical that the 
two amounts should agree? When the 
student recognizes the basic philosophy of 
Section 172, he should be able to arrive at 
the correct net operating loss for an un- 
complicated situation without going 
through the involved procedures of the 
Code. However, a word of caution is 

necessary here. While this alternative 
solution is elementary in demonstrating 
the logical conclusion that net operating 
loss is the amount of the business loss as 
shown on Schedule C, this must not al- 

ways be assumed to be the case. For ex- 
ample, this may not be so when (1) non- 
business income exceeds non-business de- 
ductions, (2) non-business casualty or 
theft losses are present, (3) losses or gains 
arise from disposition of real or depreci- 
able property used in trade or business, and 
(4) “business” transactions (such as salary 
or rental income) other than those shown 
in Schedule C exist. These exceptions 
should not be used to invalidate the orig- 
inal point. An understanding of the intri- 

cacies of net operating loss can be more 
readily developed by a student if the first 
example is not too involved. 

EXAMPLE TWO 
Facts: 

Taxpayer’s return (Form 1040) con- 
tained the following for 1956: 

Schedule C—Net loss from business. (19,000) 
Schedule D I—*NLTCG800—LTCG 

400 
Schedule D II—Loss on sale of ma- 

chinery used in business......... (3 ,000) 
Schedule’ G—Rental Income....... 1,000 

Adjusted Gross Income........... $(12 ,000) 
Other Itemized Deductions: 

Casualty loss on residence 
(due to flood)........ 2,500 3,500 

$(15 , 500) 
Deduction for personal exemptions. 1,800 

Income tax net loss (page 2, line 5). $(17,300) 

* All capital asset transactions were “non-business” 
in nature. 

Orthodox Technical Solution: 
Loss shown by tax return............. 

a) No net operating 
deduction is allowable. . 0 

(b) No long-term ital 
gain deduction is allow- 

(c) ny deduction for "tow: 
al exemptions is w- 

1,800 

$17 ,300 

losses 
(f) Business capital losses 

of business capital gains 
any excess of non- 

business capital 
over losses 
from point immedi- 

0 

Alternative Solution: 

The alternative solution, or proof of the 
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(e) Ordinary non-business 
deductions may not ex- ing 
ceed the sum of ordinary al 
non-business income and > 
the excess of non-busi- wit 
ness capital gains over ify 
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may not exceed sum 

$ 2,400 
Net Operating Loss.................. $14,900 



ore 
technical solution, emphasizes the theory 

involved in the calculation of net operating 
loss, i.e., that the loss to be carried back or 
over to another year must arise from the 
operation of a business or profession, from 
casualty or theft, or from the sale of de- 
preciable property or real property used in 
business. From the facts on the tax return 
in example two, list the amounts of the 
three causes of net operating loss. Then 
reduce the sum of these losses by any busi- 
ness income. This will give the same 
amount for net operating loss as found by 
the orthodox technical solution. 

If non-business income (such as divi- 

dends or interest received) had exceeded 
non-business deductions, this excess would 

have reduced the amount of the net operat- 
ing loss. Additional factors might occur 
which would require adaptations of the 
method employed in the alternative solu- 
tion. The unusual and the exception are 
always present in tax. This should not be 
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“Eligible” losses from business or casualty: 
profession 

Total business and casualty losses. $24,500 

Reduced by “business” income: 

Total “business” income. . me 9,600 

Net Operating Loss.................. $14,900 

permitted, however, to prohibit the use of 
a logical method whereby a new topic may 
be introduced to a student. 

The alternative solution presented above 
should give a student an understanding of 
the logic involved in the determination of 
net operating loss. With such an under- 
standing, a student can readily appreciate 
additional adjustments of a more complex 
nature. Thus he is better prepared to con- 
sider the remaining technical facets of the 
topic. 

THE FACULTY FELLOWSHIP AND ACCOUNTING EDUCATION 

KENNETH W. PERRY 

University of Illinois 

In this day and age, when change is the 
normal condition under which the ac- 
countant lives and works, we as account- 

ing teachers are constantly faced with the 
almost insurmountable task of keeping up 
with current developments; and, of course, 
if we are to make our greatest contribution, 

we must keep up. Although one might read 
extensively and perhaps in some instances 
participate in some part-time work with 
an accounting organization, still there is a 
great deal of “digging” to be done in order 
to keep abreast. Normally, if we need and 
want help in a particular area it is up to us, 

as individual teachers, to do something 
about it. Recognizing this need, and real- 
izing and accepting their responsibility in 

the area of accounting education, at least 
one public accounting firm has taken steps 
to assist the individual faculty member in 
his efforts along this line. This is currently 
being accomplished by means of faculty 
fellowships. 

Although many organizations are con- 
tributing to the educational process by 
providing internships, scholarships, fellow- 
ships, etc., for the individual student, this 
particular firm thought that perhaps they 
could also make a contribution by estab- 
lishing faculty fellowships, whereby they 
would make their resources, both material 
and mental, available to the accounting 
teacher. Although their contribution is not 
directed at any particular student, it is 
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hoped that many will benefit indirectiy if 
the firm can aid the individual instructor 
to increase his understanding of his par- 
ticular problem. 

The writer has been fortunate enough 
to be the recipient of one of these fellow- 
ships, and although it was for only two 
weeks duration it is his belief that his 
knowledge and understanding of certain 
areas (areas in which he is currently teach- 
ing) were greatly increased, and as a result 
he is confident that his teaching in the 
respective areas is bound to improve. Al- 
though each teacher would probably have 
a somewhat different problem or problems, 
and as a result each program would be 
somewhat different—especially since the 
programs are tailored to fit the needs— 
perhaps nevertheless, an explanation of 
how one of these programs works would be 
of interest. 

How the Program Works 

As soon as a recipient has been selected 
for the fellowship and his specific needs 
determined, the firm selects a “sponsor” 
for him. The sponsor—who is more or less 
responsible for the faculty member while 
he is with the firm—in conjunction with 
the instructor determines the best method 
of accomplishing the mission. He makes 
the necessary material available, he deter- 
mines what staff members can best help the 
instructor and sees that they are available, 
and last but not least he makes himself 
available to answer any question or ques- 
tions the instructor might raise and to 
discuss any particular point or points on 
which he might wish further elaboration. 
In the writer’s particular case the sponsor 
was a partner. It may be added here that 
some of the most interesting as well as in- 
formative periods of the fellowship were 
spent in discussing various problems with 
the sponsor. 
Among other subjects the writer is cur- 

rently teaching “consolidations” and “cur- 
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rent topics.” The latter subject, of course, 
requires constant research. In addition, 
however, the recent survey entitled Survey 
of Consolidated Financial Statement Prac- 
tices conducted by the Research Depart- 

ment of the American Institute of Certified 
Public Accountants seems to indicate that 
perhaps research from the standpoint of 
the teacher is also in order in the consoli- 
dated area in general and especially in such 
areas as intercompany profits in inventor- 
ies, intercompany bonds, and foreign sub- 
sidiaries. The survey seems to indicate in 
many ways, at least in this writer’s opin- 
ion, that the textbook approach is fre- 
quently too far removed from the practical 
approach to the solution of these and simi- 
lar problems. Granted that the two ap- 
proaches need not necessarily be the same, 
they nevertheless should not be so far 
apart as to be irreconcilable. Consequently, 
the writer desired to do some research not 
only on current topics, such as mergers and 
acquisitions, but he also wanted to check 
up on what was actually being done in 
practice regarding the aforementioned con- 
solidation problems. Since his needs were 
somewhat technical in nature, a technical 
partner of the firm was assigned as his 
sponsor. 

As indicated earlier, the firm made avail- 

able not only their material but also their 
mental resources. Consequently, when a 
particular problem was being studied, they 
made available not only their material re- 
sources such as audit reports and cor- 
respondence files, but they also made avail- 
able their mental resources such as man- 
agers and partners. In any given situation 
the material resources would be studied 
first in order to read into and establish 
one’s position in the problem. After seeing 
what was being done or had been done, the 
underlying reason(s) would then be ob- 
tained from the appropriate staff member. 
For example, when working on consoli- 
dated statements, materials covering & 
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icular problem, for instance, the con- 
solidation of foreign subsidiaries, would be 
made available; and after determining by 

detailed study what was actually being 
done, the underlying reasoning would be 
discussed with the manager and/or partner 
in charge of the job. It should be pointed 
out that at no time during the fellowship 
period was a question evaded in any way. 
A forthright and soundly-based answer was 
always given. 
Normally whenever a teacher wants to 

do research in an area such as consolida- 
tions, he is limited to the resources at his 
immediate disposal such as_ reference 
books, periodicals, and annual reports. 
Although we as teachers can obtain an- 
nual reports and can read extensively in 
the area, we must remember that in the 
case of the annual report we are looking 
at the finished product, and when reading 
reference books, periodicals, etc., we 
seldom get to the facts underlying any 
given situation—especially all of the facts. 
However, when one can study actual situa- 
tions with all the relevant facts, he can get 
a much better perspective of the problems 
involved. For example, when studying 
some of the problems involved in consoli- 
dating foreign subsidiaries, one can read 
about “free rates,” “official rates,” “pre- 
vailing rates,” “dual rates,” etc., without 

getting the full significance of the differ- 
ences. However, when one can study in 
detail, with the assistance of an expert 
when needed, a problem of consolidating 
“subs” in 30 or 40 foreign countries with 
20 or 30 different types of money, different 
restrictions on imports and exports, etc., 
he can get a much better appreciation of 
the problems involved. The fellowship 
gave this writer the opportunity to study 
several consolidation problems and also 
gave him the opportunity to discuss their 
solutions with the people who have the 
primary responsibility for solving them. 

In addition to problems of consolidation 
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some of the fellowship, as indicated earlier, 
was devoted to research in some of the 
areas covered in a current topics course. Of 
special interest here was the role and func- 
tion—accounting-wise primarily—of the 
Securities and Exchange Commission as 
related to (1) reporting, and (2) business 
combinations. 

Again, as in the case of consolidations, 
the material most readily available to the 
teacher interested in the S.E.C. is com- 
posed primarily of references, such as the 
Securities Acts, Regulation S-X, and Ac- 
counting Series Releases, and the finished 
product such as registration statements, 
listing applications, and published annual 
reports. Granted that when one who is 
familiar with the rules and regulations of 
the S.E.C. examines the finished product, 
he is able to deduce a certain amount and 
arrive at some worthwhile conclusions. 
However, when one can examine, with the 
assistance of an expert who is familiar with 
the overall situation, the audit report and 
the correspondence that took place among 
the underwriters, the lawyers and ac- 
countants involved, and the S.E.C. he can 
get a much better picture of what actually 
took place and as a result a much better 
understanding of the role and function of 
the S.E.C. in the particular area. 

In addition, a study of this type gives 
the participant the opportunity to observe 
at close range the teamwork that must 
exist between the lawyers and accountants 
involved and between them and the 
S.E.C.’s_ staff. For example, both the 
lawyer and the accountant are vitally con- 
cerned with the deficiency statement, and 
a study of this nature gives the teacher an 
insight not only as to how these two go 
about correcting their respective defi- 
ciencies but also an insight as to how they 
operate when working out unusual or com- 
plicated deficiencies with the S.E.C. One 
can read about the teamwork and tech- 
niques involved among these groups, but 
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to actually observe them at work in a 
given situation once is, in this writer’s opin- 
ion, more valuable than reading about it a 
dozen times. 

During the fellowship an opportunity 
was given to study in detail and to observe 
at close range S.E.C. related problems run- 
ning all the way from simple registrations 
of new issues to registrations dealing with 
mergers and/or acquisitions. In this era of 
business combinations we as teachers must 
not only be familiar with the recommended 
treatment of the problems involved, but in 
order to do the best job we must also be 
familiar with the procedures and tech- 
niques involved in the practical application 
of the recommended treatment applicable 
under the circumstances. A faculty fellow- 
ship can provide much assistance in this 
and similar areas. 

Conclusions 

In conclusion it should be reiterated that 
we as accounting teachers have a definite 
responsibility, not only to our students but 
also to the accounting profession, to keep 
abreast in this ever-changing accounting 
world. Although we have certain resources 
available, at times they may be inadequate 
and as a consequence we may have to look 
elsewhere for assistance. When looking 

elsewhere perhaps the faculty fellowship, 
if available, will fulfill this need. It is, in 
this writer’s opinion, a definite step in the 

right direction, and it is his hope that other 
firms will initiate similar programs. 

In addition to acquiring new, or as the 
case may be, broadening old technical 
knowledge the fellowship is also an excel- 
lent morale builder or “interest stimula- 
tor.”” After teaching for several years and 
then being exposed to the interest and 
enthusiasm of the various staff members, 
it challenges one to want to get back in the 
classroom and turn out the best product he 
can possibly produce. 

Teaching from the textbook from day to 
day may not be as stimulating as it should 
be, so perhaps we as teachers need to be 
reminded occasionally that we are mem- 
bers of a vital and dynamic profession. Al- 
though this writer is sure that he benefited, 
and in turn his students will benefit, 
tremendously from the experience, it is his 
belief that even if he had not gained educa- 
tionally his time would have been well 
spent, if for no reason other than the fact 
that his responsbilities to the profession he 
has chosen and to the society in which he 
lives have been re-emphasized and his 
desire to do his best for both restimulated. 

A NON-THESIS PROGRAM FOR MASTERS’ CANDIDATES 

ARTHUR N. Loric 

University of Washington 

Experience at the University of Wash- 
ington, and probably at most institutions 
of higher learning, is that many masters’ 
theses are never completed. Often, the 
fault is not in lack of student’s ability but 
rather in new demands on his time and a 
lessening of interest that come with the 
acceptance of employment before the thesis 
is finished. The mortality of masters’ can- 
didates can be surprisingly high for this 
reason. 

Some college faculty members and ad- 
ministrators argue that the responsibility 
for not completing a thesis is entirely the 
individual student’s—that without the 
continuing desire and persistence necessary 
to complete the writing, the degree is not 
deserved. Nevertheless, there is something 
tragic in a condition which causes a college 
to lose, as possible advanced degree 
holders, able students who have already 
devoted so much time to advanced study 
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and proven their worth. If the situation 
could be improved without sacrificing 
standards in any way, then measures 

should be taken to bring about the im- 
provement. 

The College of Business Administration 
at the University of Washington sought for 
a possible change in its degree require- 

ments which would correct the difficulty 
being experienced. A proposal to permit 
substituting some other work for the thesis 
(following the example of many other col- 
leges) was considered. The feeling pre- 
vailed that instruction or guided practice 
in research and writing must be retained 
as a necessary part of the graduate train- 
ing, but a conviction reached was that the 
research and writing guidance should be 
given at the same time as study courses 
were being taken. In that way, the writing 
would normally be completed by the time 
the course work was finished, before the 

student stepped forth into a business or 
teaching position. 

After some experimentation and change, 
the plan adopted included the following 
features: 

1. The Master of Business Administra- 
tion degree aspirant is given a choice 
of a thesis or non-thesis program. The 
Master of Arts student, who is more 
likely to aim toward teaching and 
hence toward the doctorate, is still 
required to write a thesis. 

2. The non-thesis program requires the 
student to take three special research 
courses of three quarter-credits each. 
This total of nine credits corresponds 
to the nine allowed for an accepted 
thesis under the thesis program. The 
classes customarily meet one day a 
week for two or more hours. 

3. The first course (General Business 
570, Seminar in Business Research) is 
taken in the first or second quarter of 
enrollment as an MBA student. In 
it the student is taught research 

4, General Business 571, 

methodology, including statistical, 
survey, analytical, market research, 
and operations research methods. 
During this quarter the student in the 
non-thesis program selects a topic on 
which he will write a major paper dur- 
ing the next two quarters. He begins 
his research at this time. A student 
under the thesis program also may 
enroll in and receive: credit for this 
course, but not the other two courses 
in the series. 

Business 
Studies, is the second course. During 
the first two weeks of the quarter, the 
student must submit an outline of his 
proposed work bearing the approval 
of the chairman of his personal com- 
mittee. The members of the class and 
the instructor examine and construc- 
tively criticize the outline, and revi- 
sions are made and writing started 
during this quarter. A requirement is 
that the outline and writing be 
intelligible to graduate students, even 
in other fields. 

Part of the course work includes an 
evaluation of theses and reports 
written in the past. But as the writ- 
ing progresses during the quarter, the 
student submits chapters of his own 
work for class criticism of format, 
writing techniques, etc. 

No separate grade need be given 
for this course, it is hyphenated with 
the next course, General Business 
572. The one instructor carries the 
same group of students through both 
quarters of work and can assign a 
single grade for the student’s work 
for the whole period. However, if a 
student is doing unsatisfactory work 
in the first of these two quarters, a 
grade (deservedly low) is sometimes 
given to warn him or, in effect, to 
terminate his work. 

5. General Business 572, Business 
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Studies, is the final course in the 
series. The class meets less often but 
the student has more personal inter- 
views with the instructor. About the 
middle of the quarter a draft of the 
report is expected to be completed, 
after which it undergoes the custo- 
mary revision and polishing. Both the 
chairman of the student’s committee 
and the instructor in the course are to 
be satisfied with the paper before it is 
finally approved and a passing grade 
given. 

The experience with this non-thesis 

program has been quite satisfactory. Pro- 
portionately more of the graduate students 
are completing the work and obtaining 
degrees. Furthermore, it is found that the 
papers written compare very favorably 
with master’s theses both in length and 
quality. The fact that the students’ work 
is subjected to criticism by so may others 
actually has resulted in a higher minimum 
standard of quality than seems to exist for 
thesis writing. A definite feeling among the 
faculty members is that the program is 
successful and should be continued. 

COMPARISON OF RESULTS OF AIA ACHIEVEMENT TEST AND 
ACE PSYCHOLOGICAL EXAMINATION 

RosBErtT C. RILEY 

Lebanon Valley College 

The present study was undertaken to 
determine the correlation or covariation 
of students’ percentile scores on the Ameri- 
can Institute of Accountants Achievement 
Test, Level I (AIA-I) with the percentile 
scores (total, quantitative, and linguistic) of 
the same students on the American Coun- 
cil on Education Psychological Examina- 
tion (ACE) in order to ascertain the pre- 
dictive value of the latter in forecasting 
probable achievement on the former. 

The AIA-I is designed to measure 
achievement of individual students in a 
given college and to provide a comparison 
with the achievement of students in other 
colleges. It is administered at this institu- 
tion on a required basis at the end of the 
sophomore year to all students enrolled in 
the first year of accounting instruction. 
The ACE is designed for the appraisal of 
scholastic aptitude, or general intelligence, 
with reference to the requirements of most 
college curricula. In addition to the éotal 
score on this examination, there are avail- 

able part scores—quantitative and linguis- 

tic. The Q-score purports to reflect ability 
to deal with the type of material covered in 
technical curricula whereas the L-score is 
supposed to indicate ability to succeed in 
those fields which require proficiency with 
language and facility of expression. 

The data for this study were comprised 
of the percentile scores of ninety-five 
students on the ACE (1948 edition) and 
the AIA-I (Forms A and B), the latter hav- 
ing been administered in the years 1953- 
1957 inclusive. 

The Spearman coefficient of rank cor- 
relation of AIA-I with ACE total and part 
scores was computed for each of the five 
years with the results tabulated at the top 
of the next page. 

It is to be noted that the ACE otal score 
shows a significant rank order correlation 
at or below .01 level of confidence for two 
years and at or below .05 level of confi- 
dence for the other three years. The .01 
level of confidence was attained in two 
years for quantitative scores and only in one 
year for linguistic scores. The .05 level of 
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Spearman Cofficient of Rank Correlation AIA-I Percentile Scores and the ACE Percentile Scores and Levels 
of Confidence* for Ninety-Five Students, 1953-1957 

Level of mia Level of ae Level of 
Year N Total Quantitative Linguistic Confidence 

1957 24 42 <.05 30 > .05 48 <.01 
1956 22 .64 <.01 43 <.05 47 <.05 
1955 18 42 <.05 21 > .05 53 <.05 
1954 12 -66 <.05 71 <.01 37 > .05 
1953 19 49 <.01 62 <.01 53 <.05 

* Guilford, J. P., Fundamental Statistics in Psychology and Education, New York: McGraw-Hill, 1956, p. 554. 

confidence was achieved in three years for 
linguistic scores and in one year for quan- 
litative scores, so that failure to attain .05 

level of confidence was experienced in two 
years for quantitative scores and in one year 
for linguistic scores. 
The product moment coefficient of cor- 

relation for ACE part and total scores and 
the AIA-I scores for the five years com- 
bined are as follows: 

AIA-I& AIA-I& AIAI®& 
ACE-T ACE-Q ACE-L 

1953-57 95 .49+.078 .40+.087 .43+.084 

Each coefficient is significant at the .01 
level of confidence, indicating that AIA-I 
scores do tend to co-vary with the ACE 
total and part scores. 
When ACE total, quantitative, and 

linguistic scores were grouped in the follow- 
ing manner, the AIA median for each range 
was found to be as follows: 

ACE 
Per- AIA MEDIAN FOR 

centile ACE-T N ACE-Q N ACE-L N 
Range 

1-20 36 9 62 7 51 16 
21- 40 62 17 61 18 64 18 
41- 60 69 23 61 17 76 20 
61- 80 74 27 77 15 71 27 
81-100 91 19 83 38 88 14 

Nine of the ninety-five students had 
ACE-T percentiles falling within the ranre 
1 through 20. The median percentile score 
of the AIA-I of this group of nine students 
was 36. Nineteen of the ninety-five stu- 
dents had ACE-T percentiles falling within 
the range 81 through 100. The median per- 

centile score on the AIA-I of this group of 
nineteen students was 91. This form of 
presentation reveals the closer variation of 
AIA-I scores with ACE-T scores as com- 
pared with the ACE-Q and ACE-L scores. 

(Tabulation is given at the top of the next page) 

Thirty-nine of the students with ACE-T 
percentile scores below the median (aver- 
age 30.0) averaged 57.3 percentile on the 
AIA-I. The fifty-six students with ACE-T 
percentiles at or above the median (aver- 
age 73.7) averaged 72.5 percentile on the 
AIA-I. In two of the five years, students 
with ACE-T percentile scores at or above 
the median scored above their ACE aver- 
age on the AIA-I whereas students with 
ACE-T percentile scores below the median 
scored above their ACE average in each of 
the five years. 

Summary 

1. There is significant correlation be- 
tween the ACE fotal, quantitative, and 
linguistic scores and the AIA-I scores. The 
most consistent covariation obtained in 
the case of the éofal score rather than the 
quantitative or linguistic scores. 

2. Students who scored below the 
median on the ACE total test averaged a 
higher percentile rank on the AIA-I test 
than would have been predicted from the 
ACE score, indicating possible over- 
achievement. 

3. Students scoring above the median 
on the ACE total test averaged on the 
AIA-I percentile ranking approximately on 
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Comparison of Achievement by Students as Indicated by AIA-I Percentile Scores for Those with ACE-T 
Percentile Scores At or Above the Median with Those Below the Median, 1953-57 

Below the Median At or Above the Median 

Four ACE AIA-I ACE AIA-I 
Average Average Average Average 

1957 10 32.9 63.5 14 73.1 67.3 
1956 8 31.5 44.5 14 71.0 77.4 
1955 10 30.0 65.8 8 77.8 72.6 
1954 3 22.0 46.7 9 68.8 64.3 
1953 8 27.8 55.6 11 79.2 79.5 

5-yr Average 39 30.0 57.3 56 73.7 72.5 

par with their average ACE percentile 
ranking, indicating that achievement was 
on the level predicted by the ACE test. 

In conclusion, the ACE is a relatively 
accurate predictor of achievement in 
accounting as measured by the AIA-I. 

However, the ACE, as a predictive instru- 
ment, is less accurate in the case of stu- 
dents with low scholastic aptitude than 
with high, indicating possible overachieve- 
ment on the part of the less well-qualified 
students. 
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PROFESSIONAL EXAMINATIONS 
ACCOUNTING PRACTICE 

Henry T. CHAMBERLAIN 

Institute of Certified Public Accountants and were presented as the first half of 
the examination in accounting practice on November 6, 1957. 

The candidates were required to solve all problems in four and a half hours. The total 
weight assigned to this section of the examination was 50 points and the examiners point 

out that the suggested time allowances are approximately proportional to the point value 
of the various problems. 
The suggested time allowances are as follows: 

T= following problems were prepared by the Board of Examiners of the American 

Problem 1 30 to 40 minutes 

Problem 2 30 to 40 minutes 

Problem 3 22 to 35 minutes 

Problem 4 28 to 40 minutes 

Problem 5 35 to 55 minutes 
Problem 6 40 to 60 minutes 

Number 1 

A, B and C became partners on January 1, 1947. There was no provision in their 
original agreement as to sharing profits, but the agreement did provide that each partner 
would be entitled to $5,000 salary as a distribution of profits. The capital contributions 
were: A—$20,000, B—$30,000, and C—$50,000. 
As of January 1, 1952 the partnership agreement was amended to provide thereafter 

for distribution of profits after salaries in the original capital ratios. This agreement is 
still in effect. 
You have been called in as of December 31, 1956 to review their books and records and 

to advise them of their proper capital balances. 
An examination of their records disclosed the following: 
1. Assets per books 12/31/56—$270,000. Liabilities—$95,000. 
2. Total withdrawals made and charged against capital: 

A and B—each $3,000 per year for the ten years. 
C—$3,000 per year for the first five years and 

$4,000 per year since. 
3. Profit per books: 

4. The review of the principal records revealed that some material errors had been 
made at various times. These errors were as follows: 

(a) December 31, 1949 inventory was overstated by $15,000 
(b) December 31, 1949 depreciation was overstated by $3,000 
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(c) December 31, 1951 inventory was overstated by $8,000 
(d) December 31, 1954 depreciation was understated by $3,000 
(e) December 31, 1956 inventory was understated by $20,000 

Prepare any adjusting entries needed at December 31, 1956 to properly reflect the 
capital accounts of the partners. Support your entries with schedules in good form, 

Number 2 

You have been assigned to verify the provision for Federal income taxes for the 
calendar year 1956 for X Company. The Company has provided $514,500 which is 
based on the net income before Federal income taxes per books of $1,000,000. 

During the year the Company purchased new machinery and equipment for $500,000, 
These assets have an estimated life of 10 years, and depreciation of $250,000 computed 
on the straight-line basis has been recorded on the books. Because the Company’s work- 
ing capital is low, it has been decided that the declining balance method of depreciation 
will be used so that the current year’s tax liability will be kept at a minimum. The Com. 
pany’s books are to be adjusted accordingly. 

In order to raise funds to purchase the machinery and equipment, the Company had 
its wholly-owned subsidiary, X Corporation, pay a dividend of $200,000. An additional 
$200,000 was borrowed from a bank. Part of the proceeds from an anticipated refund of 
Federal income taxes for the calendar years 1953 and 1954 will be used to pay the bank 
loan. The refund arises from the carry-back of $1,750,000 of the $2,185,000 loss from 
operations sustained in 1955. The balance of the cost of the machinery and equipment 
was provided from the net proceeds from the sale of stock in an unrelated company for 
$75,000 which cost $125,000 in 1950, and of land for $35,000 which cost $43,000 when it 
was acquired in 1942 to store scrap and raw materials applicable to U. S. Government 
contracts. 

The provision for bad debts of $50,000 is 4 of 1% of gross sales. The provisions for 

prior years computed on the same basis have been allowed through the year 1953, which 
was the last year examined by the Internal Revenue Service. In addition, account 
balances totaling $7,200 were charged to miscellaneous expense and recoveries of ac- 
counts previously written off totaling $2,100 were credited to other income. 

The Company maintains a reserve for returns and allowances which has been charged 
with $32,400 allowed to customers during the year. The provision for the current year, 
$35,000, appears to be reasonable based on past experience and the volume of sales. 

Charitable contributions to educational institutions, which amounted to $12,825 last 
year were reduced to $5,200 in the current year due to the low working capital. 

The audit has been completed except for verification of the provision for Federal in- 
come taxes. Other adjustments to be made will be for an overstatement of the ending 
inventory, $65,000, and the accrual for year-end bonuses, $25,500, which as in prior 
years has been computed by your firm after the necessary figures were obtained. 

Prepare a schedule in good form showing the adjustments necessary and the computa- 
tion of X Company’s Federal income tax liability for the calendar year 1956 and the 
amount of the adjustment to be made. (The tax rates amount to 30% on the first $25,000 
of income and 52% on the excess.) 

Number 3 

The president of the Farmbrook Manufacturing Company is concerned because his 
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gross profit has decreased from $130,000 in 1955 to $87,960 in 1956. He asks you to 
repared an analysis of the causes of change. 
You find that the company operates two plants, each as a separate unit. Investigation 

reveals the following information: 
Plant No. 1 (Makes a variety of products) 

1956 1955 

Plant No. 2 (Makes only one product) 
1956 1955 

Amount Per unit Amount Per unit 

$ 47,960 $ 4.36 $ 40,000 $ 4.00 

Prepare a detailed analysis of the causes for the change in gross profit for each of the 
plants to the extent that the above data permit such an analysis. Critical comment on 
the analysis is mot required. 

Number 4 

The Valley Manufacturing Company was incorporated on January 2, 1956, but was 
unable to begin manufacturing activities until July 1, 1956 because new factory facilities 
were not completed until that date. 
The Land and building account at December 31, 1956 was as follows: 

Date Item Amount 

May 1, 1956 Partial payment of new 35,000 

1, 1956 Second payment en new construction... 30,000 

uly 1, 1956 Final payment on new construction. 35,000 

$230,300 
December 31, 1956 Depreciation—1956 at one per cent... 2,300 

The following additional information is to be considered: 
(1) To acquire land and building the company paid $48,000 cash and 500 shares of its 

five per cent cumulative preferred stock, par value $100 per share. 
(2) Cost of removal of old buildings amounted to $1,500 with the demolition company 

retaining all materials of the building. 
(3) Legal fees covered the following: 

Examination of title covering purchase of land...............-.-.cceceeeeceeeee 1,000 
Legal work in connection with construction contract.............:.seseeeeeeeees 500 
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(4) Insurance premium covered premiums for three-year term beginning May 1, 1956, (4) 
(5) General expenses covered the following for the period from January 2, 1956 ty De 

June 30, 1956: “a 

Plant — erintendent covering supervision on new building...................... 5,000 10/10 

$12,000 (5) | 
(6) The special tax assessment covered street improvements. 
(7) Because of a general increase in construction costs after entering into the building 

contract, the Board of Directors increased the value of the building $12,500, be- 9/2 
lieving such increase justified to reflect current market at the time building com. 
pleted. Earned surplus was credited for this amount. 

(8) Estimated life of building—50 years. (6) 
Writeoff for 1956—one per cent of asset value (1% of $230,000, $2,300). 

a. Prepare entries to reflect correct land, building and depreciation allowance ac- 6 
counts at December 31, 1956. Post the entries for land and building to skeleton “T” 
ledger accounts or ist them in a schedule. 

b. Show the proper presentation of land, building and depreciation allowance on the 
balance sheet at December 31, 1956. 

Number 5 

You are a senior accountant responsible for the annual audit of Black, Inc., for the 
year ended 12/31/56. The information available to you is presented below. You may 
assume that any pertinent information not presented below has already been checked 1! 
and found satisfactory. 

(1) Excerpts from Trial Balance 12/31/56 

Debit Credit 

(2) The books have not been closed but all adjusting entries which the company Yy 
expects to make have been posted. Their trial balance shows a $15,000 net profit a. 
for the year. 

(3) Selected Ledger Accounts b 

Surplus 

8/ 6/56 CD62 $ 160 | 12/31/55 Balance $52,960 8 vy 
10/10/56 J34 10,000 4/29/46 CR8 200 
12/31/56 J40 3,000 

(Note: The balance at 12/31/55 agrees with last year’s working papers and represents "7 
the net difference over the years between credits from the profit and loss account and | one 
debits for dividends.) z= 

Inventory reserve 

9/26/56 CD78 $ 500 6/30/56 Ji9 $ 5,000 

12/31/56 3, 

Es 

7 _ 
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(4) Analysts of Selected Cash Recetpts 

Date Page Account credited Explanation Amount 
4/29/56 8 (scat stock Sold $100 par stock @ $102 $10,000 

Surplus 200 

10/10/56 20 Building See J34 20,000 

(5) Analysts of Selected Cash Disbursements 

Date Page Account debited Explanation Amount 

8/ 6/56 62 Surplus Freak accident to company truck not cov- 
ered by insurance; by Doe&Co. $ 160 

9/26/56 78 (Inventory Purchase of materials (X Co.) to be used 
reserve on orders taken prior to —- $500 is 500 

| Purchases price increase since 6/30/56 6,300 

(6) Selected Entries in General Journal 

Date Page Entry and Explanation Debit Credit 

6/30/56 19 Inventory loss (P & L) $ 5,000 
Inventory reserve $ 5,000 

Provision voted by Board of Directors for estimated fu- 
ture price increases in materials needed to complete or- 
ders on hand. (Note: Orders do not represent contractual 
obligations.) 

10/10/56 34 Reserve for depreciation 50,000 
Surplus 10,000 

Building 60,000 
Sale of main office bldg., moved to rental quarters down- 
town. (See CR20) 

12/31/56 40 Surplus 3,000 
Inventory reserve 3,000 

Provision to value materials inventory at lower of cost or 
market in accordance with company ae 

28,000 

$ 3,000 

You are to prepare the following in good form: 
a. Schedule of recommended adjusting entries to be placed on the books to state the 

Stockholders’ equity accounts in accordance with accepted accounting principles. 
b. Statement of Retained earnings for 1956. 
c. Stockholders’ equity section of balance sheet. 

Number 6 

The Investment Company was organized on October 1, 1956, with an initial invest- 

ment of $100,000 in common capital stock of $10 par value. 
The corporation’s charter authorizes it to buy and sell real estate in its own name (not 

areal estate dealer) and to buy, hold and sell mortgages. 
Transactions for the year ended September 30, 1957 were as follows: 

enis 

and & 
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Purchases and Sales of Real Estate 

Deal Date Total Date Sale Down Collected 
No. purchased cost sold price payment on mtg, 

to 9/30/57 
101 10/5/56 $ 9,000 11/15/56 $12,000 $1,000 $ 800 
102 11/9/56 8,000 1/10/57 12,000 3,400 600 
103 12/1/56 11,000 3/15/57 16,000 2,200 = 
104 12/4/56 5,500 5/10/57 10,000 2,000 

* The land contract received on deal 103 was subsequently sold by The Investment Company to an individual 
investor for $10,700. At that time the unpaid mortgage amount was $13,400. 

Land contracts (mortgages) were given to the company by the purchaser of the 
property for the difference in the sales price and the down payment at the time of com- 
pleting the deal. The ordinary life of a land contract is 10} years. 

The Investment Company assumed existing mortgages at the time of purchasing 
three of the properties as follows: 

Deal Mortgage assumed Unpaid balance 
No. on purchase 9/30/57 
101 $5,500 $5,200 
102 3,500 3,250 
104 3,150 (see below) 

When deal 104 was sold on May 10, 1957 the purchaser bought it subject to the exist- 
ing mortgage, which at date of sale had a balance due of $3,000. Therefore, the land 
contract which he gave to the company was only for $5,000. On deals 101 and 102 the 
company will have to pay off the mortgages before giving final title to the purchasers. 

Transactions in Investments in Mortgages were as follows: 

Mortgage No. 1—6% interest (5 years to maturity), face amount—$10,000 
Purchased on October 1, 1956 for ‘$8, 000 
Principal collected during fiscal year—$2, 000 
Sold on June 1, 1957 for $7,200 

Mortgage No. 2—6% interest (2 years to maturity), face amount—$8,000 
Purchased on December 1, 1956 for $7,040 
Principal collected during fiscal year—$2, 000 

a. The company will use the installment sales method of accounting for its income and 
gain from real estate transactions. 

(1) Compute the total deferred income on real estate as of September 30, 1957. 
(2) Compute the income earned and gain or loss for the year on real estate transac- 

actions. Prepare all computations in good form. 
b. Determine the gains and income, other than regular interest, from the transactions 

in “Investments in Mortgages” for the year. 
c. State how the taxable income for Federal income tax purposes would differ fom 

the income reported to stockholders. 
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Solution to Problem 1 

ed STATEMENT OF CAPITAL ACCOUNTS—PER BOOK 
on A B Cc Total 

Capital Capital Capital 
jan.1, 1947 $20,000.00 $30,000.00 $50,000.00 $100,000.00 

00 1947-1951 Remaining profits.................... 1,666.67 1,666.67 1,666.66 5,000.00 

ividual $46,666.67 $56,666.67 $76,666.66 $180,000.00 
1947-1951 15,000.00 15,000.00 15,000.00 45,000.00 

,000.00 25,000.00 25,000.00 75,000.00 
com- 1952-1956 Remaining profits.................... ,000.00 4,500.00 7,500.00 15,000.00 

$59,666.67 $71,166.67 $94,166.66 $225,000.00 
lasing 1952-1956 ,000. 15,000.00 20,000.00 50,000.00 

CORRECTION OF PROFITS 
1949 1950 1951 1952 1954 1956 

> lan 

$ 6,000 $29,000 $ 8,000 $22,000 $17,000 $44,000 

ers. * Deduct 

STATEMENT OF CAPITAL ACCOUNTS—CORRECTED 
A B Total 

Capital Capital Capi 

1947-1951 25,000.00 25,000.00 25,000.00 ,000. 

,000.00 $55,000.00 $ 75,000.00 $175,000.00 
1947-1951  Withdrawals...................... 15,000.00 15,000.00 15,000.00 45,000.00 

ne and 
$004; $30,000.00 $40,000.00 $ 60,000.00 $130,000.00 

1952-1956 Salaries. 25,000.00 25,000.00 25,000.00 75,000.00 
57. 1952-1956 Remaining profits................... 8,000.00 12,000.00 20,000.00 40,000.00 

ansac- $63,000.00 $77,000.00 $105,000.00 $245,000.00 
1952-1956 15,000.00 15,000.00 20,000.00 50,000.00 

.ctions $48,000.00 $62,000.00 $ 85,000.00 $195,000.00 

CORRECTING ENTRY 

To correct inventory for understatement at December 31 and to ad- 
Just capital accounts to the corrected balances. 
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Solution to Problem 2 Solus 

New income per books. . $1,000,000 (a) 
La 

balance of 20% of $500,000................. $ 50,000 

Net operating loss deduction— 

Unallowable capital loss— 

Bad debts— 

Recoveries to be credited to 2,100 
Returns and allowances— 

$792,825 $1,117,200 

792,825 L 

Taxon.... . 299,375 @52% 155,675 I 

$324,375 $163,175 

Federal Income Tax for 1956. 163,175 

Jan. 
Feb. 

Solution to Problem 3 May 

PLANT NO. 1 June 
The volume decreased from $300,000 to $200,000 (assuming there have been no changes in selling prices) 

thus the gross profit would decline 30% of $30,000 
In 1956 costs increased from 70% of sales to 0% of sales. This increase in costs would account for a May 

decrease in gross profit of 10% of 200,000 or 20,000 May 
June 

PLANT NO. 2 

The increase in the selling price of twenty cents per unit multiplied by the number of units sold in 1956, 
11,000 will account for an increase in gross profit Of $ 2,200 D 

The volume of goods sold in 1956 increased by 1 ,000 units. This volume increase multiplied by the 1955 sae 
gross profit per unit will account for an increase in gross profit of..............0.+esseeeeeeeeees 4,000 (b) | 

The 1956 unit cost decreased sixteen cents. This decrease multiplied by the number of units sold in 1956 ) ) 

Total of 1955 and 1956 deductions ($18,025) is less than 5% of taxable income before special deductions. 
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Solution to Problem 4 

(a) 
d.. 

To set up the purchase of land in a separate account as follows: 
1/31/56 Original $ 98,000 
2/28/56 Cost of removing building................-...2.-0+05-- 1,500 

03 ,000 

To set up the cost of building i in a separate account as follows: 

6/ 1/56 Insurance during construction..................-.....+5. 100 
6/30/56 Salary of plant superintendant for supervision during con- 

To set up separate account for depreciation allowance and to correct charge for depreciation 

To correct land and building account for items improperly charged thereto. 

LAND 

Jan. 31,1956 To acquire land and building for cash and stock................-..-.04. $ 98, 

May 1,1956 Partial payment—new $ 35, 
] f 

June 1,1956 Partial payment—new 30, 
June 1,1956 Insurance—during construction. .......... 
June 30,1956 Salary—plant superintendent for supervision of construction............. 5 
July 1,1956 Partial payment—new construction.................0ecceeeeeeeeceeees 35 

ALLOWANCE FOR DEPRECIATION 

Dec. 31,1956 1956 provision for depreciation (1% of $105,600)..............-.-20-055 

(b) On the balance sheet under the heading of “Plant, property and equipment” or “Fixed 
Assets” the following should be shown: 

Credit 

Credit 
$1,056 

189 

0.000 
$103,000 

| 

(2) 

000 $105,600 

7,0 

5000 

$105,600 
,200 (3 

2 825 $ 1,056 . 

375 1,244 

(4 

300 
1,400 

Debit Credit 

500 

‘50 
BUILDING 

},000 Debit 
000 q 

/000 500 
000 

| 
000 

760 

900 

$207 , 544 
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Solution to Problem 5 

(1) 

To credit premium received on sale of stock to paid-in capital. 

(2) 

To charge cost of repairs to truck to Profit and loss 

(3) 

To charge purchase of 9-26-56 to that account. 

(4) 

To reverse the entry of 3 30°56. 

(S) 

Appropriation of surplus for possible future decline in inventory....................... $5,000 
To give effect to the resolution of the Board of Directors. 

(6) 

To adjust the inv entory 1 reserve account to an amount necessary for a lower of cost or market 
valuation of the inventory and to correct the entry of 12-31-56 for the error of $1,000.00 in the 
computation. 

BLACK, INC. 
STATEMENT OF RETAINED EARNINGS 

YEAR ENDED DECEMBER 31, 1956 

Net income for the year ended December 31, 1956. ..... 17,340 

$ 70,300 

Balance, December 31, 1956: 
Appropriated for future inventory losses............ $ 5,000 

(c) 
Capital stock, 600 shares, par value $100.00 per $ 60,000 

Earnings retained in the business: 
$ 5,000 

Solu 

(a) (1 

(a) 

(b) 

“a 

| 
$120,500 

| 
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Solution to Problem 6 

1 
Deal Deal Deal Deak =Total 

209 101 102 103 104 

$ 3,000 $4,000 $5,000 $4,500 $16,500 
160 

Gross profit 25 3H 64.29* 

$ 1,800 $ 4,000* $16,000 $2,600 $24,400 

500 $ 450 $1,334 $5,000 $ 1,672" $ 8,456 

5 000 * See notes below. 

NOTES 

Under the installment method, the amount of gain to be posoaeas in any on year is the proportion 
5.000 of the installment payments actually received in the year which the gross profit bears to the total contract 

? price. On a sale of mortgaged property the amount of the mortgage (whether the property is sold subject 
to the mortgage or the mortgage is assumed by the purchaser) is included as part of the selling price (to 
determine whether the 30% test has been met) but it is not part of the contract price (amounts to be col- 
lected from the purchaser). 

Since the collections on Deal 102 during the taxable year ended 9-30-57 were in excess of 30% of the 
| 000 ( selling price, this transaction cannot be treated as an installment transaction for tax purposes. 

(a) (2) 

Discount allowed on sale of contract on Deal 2,700 

$5,756 

(b) 
Mortgage #1 

000 Mortgage #2 

"200 Accumulated discount from date of purchase, December 1, 1956, to September 30, 1957 at $40.00 

©) 
doin: As indicated in the note above the taxable income will be greater than tha’ eet oe to stockholders by 

$2,666.00 the deferred gross profit on Deal 102 which for tax purposes must be ied as realized gross profit. 

| 

=— 



AUDITING 

R. K. Mautz 

HE auditing section of the November, with deposits as shown by the bank 
1957 Uniform C.P.A. Examination statements. 
was given Thursday morning, No- d. 

vember 7 from 9:00 a.m. to 12:30 p.m. It A”swer 1 
includes two groups of questions as fol- 
lows: 

a. The expression “verification of the § 
composition of deposit slips” could 

of checks outstanding as of the date 
of the bank reconciliation. 

. Reconcilement of cash receipts by 
months as shown by the cash book 

142 

refer to a comparison of the details on 
Mini- Mazsi- authenticated deposit slips obtained 

— ee — from the bank with details of cash 
c Numbers 1 through chines, 100 receipt book entries or to obtaining 

25 authenticated copies of the deposit 
ee erm 45 slips from the bank to compare with 

deposit slips on hand. If the former 
Total for examination. . . 150 210 interpretation is intended, “lapping” 

is one irregularity that could be dis- 

an outstanding check or failure to 
record a check issued but not paid by 

the bank before the end of the year 
would be disclosed because the check 

The estimated time allowances are ap- closed through this verification pro- Nua 
proximately proportional to the point cedure. Any failure of detailed cred- T 
value of the problems, the total of which its to customers in the cash receipts prac 
for this examination is 100. book to agree with checks listed on sale: 

the deposit slip would indicate that Dec 
Number 1 credit for a given check had been mis- to ¢ 

The following auditing procedures are applied in the cash receipts book, mor 
customarily applied in connection with the presumably to cover a shortage. mo! 
verification of cash balances or the testing If the latter meaning is intended, a 
of cash transactions. Indicate a type of any attempt to support fictitious or 
irregularity which could be expected to be irregular entries in the cash receipts 
disclosed by the application of each proce- book by faked deposit tickets would 
dure and explain how the procedure would be disclosed when the authenticated 
disclose the irregularity. slips differed from those on file in the 

a. Verification of the composition of de- office. 
posit slips. . The restoration of funds just before 

b. Comparison of deposits as shown by the end of the period to cover a short- 
the bank statement for several days age in cash on deposit caused by 
prior to the end of the period under earlier “borrowing’’ of recorded cash. 
examination with receipts as shown would be discovered because deposits 
by the cash book. per bank statement would be in 

c. Comparison of checks returned with excess of receipts per cash receipts 
the next subsequent bank statement book for the day or days in question. 
to the bank statement and to the list . The understatement or omission of I 



bank 

as paid by the bank and returned 
with the bank statement would not 

agree with the check as shown on the 
reconciliation if understated and 

would not appear on the reconcili- 
ation if omitted or unrecorded. 

. Any failure to deposit cash received 
and recorded within the month it was 
entered in the cash book would be 
disclosed because [the deposits could 
not be reconciled with cash receipts 
book totals for that month. Similarly, 
deposit of cash in one period received 
and entered but not deposited in a 
prior period, or deposited to cover a 
shortage caused in other ways, would 
make reconcilement of bank deposits 
and book receipts impossible. 

Number 2 

The A.B.C. Company has followed the 
practice for many years of cutting off 
sales as of the 25th of the month. As of 
December 31, 1956 the company decided 
to cut off sales as of the last day of the 
month rather than as of the 25th of the 
month. 

a. If the effect of the foregoing change 
in accounting practice on 1956 net 
income is deemed to be not mate- 
rial: 
1. What would be your recommenda- 

tion to the company as to disclo- 
sure in the financial statements or 
the footnotes thereto? If any dis- 
closure is desirable, suggest the 
exact manner and wording you 
would propose. 

2. What would you say with regard 
to this change in accounting prac- 
tice in your short-form report? 
Explain. 

. If this change in accounting practice 
is deemed to have a material effect on 
1956 net income: 
1. What would be your recommenda- 

tion to the company as to dis- 
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closure in the financial statements 
or the footnotes thereto? If any 
disclosure is required, suggest the 
exact manner and wording you 
would propose. 

. What would you say with regard 
to this change in accounting prac- 
tice in your short-form report? 
Explain. 

Answer 2 

If the effect of this change on net 
income is deemed to be not ma- 
terial, the necessity for any dis- 
closure would rest upon its ma- 
teriality with respect to financial 
condition, i.e. inventory and re- 
ceivables. If there is no material 
distortion of these items, no dis- 
closure would be necessary either 
in the financial statements or in 
the notes thereto. However, if the 
change were sufficiently material 
to affect comparisons of sales and 
cost of sales figures, a footnote to 
the financial statements might be 
desirable somewhat as follows: 

Effective for the calendar year 1956, a 
company its accounting prac 
with respect to a closing date for i 
sales from the twenty-fifth to the last day of 
the month. The effect of this change on net 
income and current assets is considered to 
be not material. 

. If the effect of the change is not 
material, no comment is required 
in the short-form report because 
the requirement of consistency in 
the application of accounting prin- 
ciples refers only to matters of 
sufficient importance to affect the 
fair presentation of results of oper- 
ations and financial position. 

. If this change in accounting prac- 
tice is material, the company 
should disclose the fact of the 
change and its effect in a note to 
financial statements adequately 
cross-referenced to sales, receiva- 
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bles, and inventory in the financial 
statements. The note should read 
somewhat as follows: 

“Tn previous years, sales for the 
period December 26 through De- 
cember 31 of any calendar year 
were excluded from the results of 
operations of that year and in- 
cluded in the results of operations 
of the following year. Sales for the 
period December 26 through De- 
cember 31, 1956 have been included 

as 1956 sales in the sales in the 
statement of income for 1956. This 
change in accounting procedure 

had the effect of increasing re- 
ported income for 1956 by the ap- 
proximate amount of $———. It 
had the further effect of increasing 
reported accounts receivable by 
$— and decreasing inven- 
tories by $———.” 

2. Inasmuch as the 1956 financial 
statements were prepared on a 

basis different in a material re- 
spect from that followed in previ- 
ous years, the inconsistency must 
be pointed out in the opinion para- 
graph of the auditor’s report some- 
what as follows: 

ona basis consistent with 
the preceding year except for the 
change in procedure with respect 
to recognizing sales explained in. 
note—to the financial statements, 
which change we approve.” 

The last phrase (“which change 
we approve”) is not required but 
is commonly included. 

Number 3 

a. You are engaged in the conduct of an 
examination of the financial state- 

ments of a central school district. The 

district has an elected treasurer and 

clerk of the Board of Education who 

is appointed by the Board. Each of 
these officers keeps independent ac- 
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counts with regard to the monies 
received and with regard to disburse. 
ments authorized from the school 

bank accounts. During the course of 

your examination you learn that the 
treasurer of the school district js 
manager of the local branch of a 
bank, and that the clerk of the Board 
of Education is one of the principal 
employees in the same branch of the 
bank. You have sent to this bank in 
which various accounts are carried 
for the school district your regular 
form for confirmation of bank bal- 
ances and for confirmation of liabili- 
ties, and they have been received 
back by you properly filled out and 
signed for the bank by its manager, 
who also is the treasurer of the school 
district. 

All information in the confirma- 
tions appears to be correct in accord- 
ance with the records which you are 
examining. 

Discuss the value of these confir- 
mations in these circumstances. What 
further steps, if any, would you take 
with regard to these confirmations? 

. The cashier of a bank is also treasurer 

of a local charity. He is authorized to 
purchase $10,000 U. S. bonds for the 
bank and a similar amount for the 
charity. He makes both purchases but 
misappropriates the bonds belonging 
to the charity. When an audit is made 
of the charity, the treasurer borrows 
the bonds from the bank and places 
them in the charity’s safe deposit box.. 
What internal controls would you 

recommend for the charity to prevent 
the occurrence of this manipulation? 

Answer 3 

a. From the standpoint of evidence sufi- 
cient to convince an alert auditor of 
the reliability of the school district 
records, these confirmations are worth 
very little. Technically, the auditor to it 
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has requested an outsider, the bank, 
to confirm the amounts in the school 
district records, actually the confir- 
mation is not independent and worth 
little as evidence. 

If feasible, new confirmation re- 

quests should be prepared, taken to 
the bank personally, and given to 
someone in the bank bookkeeping 
department other than the school 
district treasurer or clerk. The audi- 
tor should wait while the confirma- 
tion is completed and _ observe 
whether the people in question have 
any part in its completion. If this is 
not feasible because the branch bank 
is very small or for any other reason, 
the confirmation requests should be 
sent to the bank’s head office with 
a full and frank explanation of the 
situation and a request that someone 
other than the men involved be asked 
to complete them. It is likely that the 
bank officers will be as interested in 
this unusual situation as the auditor, 

and it would be desirable to bring 
the facts to their attention. 

. The charity should provide that ac- 
cess to its safe deposit box be per- 
mitted only on the signature of at 
least two officers. Securities pur- 
chased should be recorded as to cer- 
tificate numbers and other details of 
cost, par, interest rate and dates, etc. 

by someone other than those who 
have access to the safe deposit box. 
Securities purchased by the treasurer 
should immediately be turned over 
to others for deposit in the safe de- 
posit box. Periodic surprise counts 
and a strict accounting for all income 
that should be received should be 
carried out by officers or employees 
who do not have access to the bonds. 

Number 4 

Aand B form a corporation and transfer 
to it oil leases owned by them equally for 
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which they had paid $30 in capitalized fees. 
They had also paid $1,280 for delay 
lease rentals which they had charged to 
expense in the year paid by them as indi- 
viduals. The transferor stockholders had 
no other costs or expenses applicable to 
these leases. At the time of the transfer 
there were favorable geological and geo- 
physical reports on the property but there 
had been no production in the area. The 
board of directors of the new corporation 
issued $300,000 par value common stock 
for the leases, one-half of the stock going 
to A and one-half to B. A and B donated 
concurrently one-half of their respective 
shares to the corporate treasury to be sold 
at par for working capital. 

a. Discuss the proper balance sheet 
presentation of the leases and of the 
capital and donated stock. 

b. What would be the basis of the leases 
to the corporation for income tax 
purposes? 

c. What audit procedures would you 
apply to the leases? 

d. Must this stock issue be reported or 
registered with the S.E.C.? Explain. 

Answer 4 

a. The leases should be shown as non- 
current assets at cost to the corpora- 
tion. In the absence of actual fraud 
in the issuance of shares for the leases, 
the judgment of the board of direc- 
tors as to the value of consideration 
received for the shares is conclusive. 
It is sometimes argued that the dona- 
tion of stock should be used to reduce 
the carrying value of the leases, in 
this case to $150,000. This is desirable 
if the company accepts the adjust- 
ment, but in view of the provisions 
of some state business corporation 
acts cannot be considered required. 

As the common stock apparently 
was issued as fully paid (no discount 
is mentioned), the capital section of 
the balance sheet should show 
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$300,000 of common issued. The 

donated stock can be deducted from 
stock issued at cost (zero) or at par, 
in which case a donated surplus of 
$150,000 would be created. 

A note to the balance sheet ex- 
plaining the valuation of the leases 
and the source of the treasury stock 
is desirable. 

b. The basis of the leases for income tax 
purposes should be the same as their 
basis in the hands of A and B as 
individuals because the transaction 
by which the corporation acquired 
them was a taxfree exchange. In this 
case, basis of the leases to the corpo- 
ration is $30. 

c. The leases should be examined as to 
propriety, the corporation should be 
indicated by endorsement or other- 
wise as possessing the beneficial in- 
terest therein. Opinion of the cor- 
poration’s legal counsel should be 
obtained with respect to the corpora- 
tion’s rights under the leases. Minutes 
of the meeting of the board of direc- 
tors authorizing acquisition of the 
leases should be examined and the 
propriety of the recorded transaction 
determined. Examination of geo- 
logical and geophysical reports 
should be undertaken, and, if phrased 
in technical language, a layman’s in- 
terpretation requested, 

d. This stock need not be registered with 
the S.E.C. because the amount to be 
issued is less than $300,000. Consulta- 
tion with the local office of the S.E.C. 
is frequently desirable even for 
exempt issues. 

Number 5 

The auditing short-form report usually 
contains a sentence like this: Our examina- 
tion was made in accordance with gener- 
ally accepted auditing standards and in- 
cluded all auditing procedures which we 
considered necessary in the circumstances. 
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b. 

a. Distinguish between auditing stand. 
ards and auditing procedures. 
Quote or state in your own words 
four generally accepted auditing 
standards. 

Answer 5 

a. Auditing standards are measures of 
performance or guides for judging 
the adequacy of an examination. 
They are statements indicating the 
competence, training, and skill re- 

quired in the performance of an audit 
if it is to be considered satisfactorily 
professional in scope and execution. 

Auditing procedures are the spe- 
cific steps by which evidence is ob- 
tained in a given situation. The con- 
firmation of accounts receivable, the 

reconciliation of bank accounts, the 

examination of documents support- 
ing charges to a given account, and 
reconciliation of cash receipts and 
disbursements per books with de- 
posits and disbursements per bank 
are illustrations of audit procedures. 

. General Standards 

1. The examination is to be per- 
formed by a person or persons having 
adequate technical training and pro- 
ficiency as an auditor. 

2. In all matters relating to the 
assignment an independence in men- 
tal attitude is to be maintained by 

the auditor or auditors. 
3. Due professional care is to be 

exercised in the performance of the 
examination and the preparation of 
the report. 

Standards of Field Work 

1. The work is to be adequately 
planned and assistants, if any, are to 
be properly supervised. 

2. There is to be a proper study 
and evaluation of the existing internal 
control as a basis for reliance thereon 
and for the determination of the re- 
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nd- sultant extent of the tests to which 
auditing procedures are to be re- 

rds stricted. 

ing 3. Sufficient competent evidential 
matter is to be obtained through in- 
spection, observation, inquiries and 
confirmations to afford a reasonable 

| of basis for an opinion regarding the 
ing financial statements under examina- 
ion. tion. 
the 
re- Standards of Reporting 

idit 1. The report shall state whether 
ily the financial statements are presented 
ai in accordance with generally ac- 
= cepted principles of accounting. 

Pi 2. The report shall state whether 
the such principles have been consistently 
the observed in the current period in re- 
vt: lation to the preceding period. 
ail 3. Informative disclosures in the 
es financial statements are to be re- 
de garded as reasonably adequate unless 

otherwise stated in the report. 

te: 4. The report shall either contain 
an expression of opinion regarding the 

aie financial statements, taken as a 

ing whole, or an assertion to the effect 
ie that an opinion cannot be expressed. 

When an over-all opinion cannot be 
the expressed, the reasons therefor should 
sine be stated. In all cases where an 
le auditor’s name is associated with fi- 

' nancial statements the report should 
ie | contain a clear-cut indication of the 

the | character of the auditor’s examina- 
of | tion, if any, and the degree of re- 

sponsibility he is taking. 
i] 

Number 6 

ely Archer Department Store, Inc., uses the 
to retail inventory method. It takes a com- 

plete physical inventory at selling prices 
dy at the close of its year as a basis for record- 
nal ing shortages. 

Outline briefly a program of examination 
for the merchandise inventory of Archer 
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Department Store, Inc., in connection with 
a regular annual audit. 

Answer 6 

Review in advance company’s instruc- 
tions and program for physical inventory. 
Satisfy yourself that, if followed, a satis- 
factory inventory will result, or discuss 
recommended improvements with com- 
pany officials. 

Be present when physical inventory is 
taken. Observe procedures followed and 
form an opinion as to reliability of counts. 
Observe control over inventory tags or 
other basic count record. Make test counts 
taking particular care to get rate of mark- 
up (department code, etc.) as well as de- 
scription and quantity recorded. 

Obtain copy of physical inventory list- 
ings. Trace test counts, including mark-up 
percentages, into inventory lists. Also trace 
a representative portion of company’s in- 
ventory tags into final inventory listings. 

Test purchases and sales cut offs. Trace 
adjustments of detail inventory records to 
physical counts and investigate material 
differences. Make tests of clerical accuracy 
of inventory compilation (extensions, foot- 
ings, forwarding of page or section totals 
to summaries, etc.). 

Determine existence of any consigned 
merchandise, inventory stored elsewhere 
(confirm), and any similar matters affect- 
ing the inventory. Review company’s 
calculation of final inventory by the retail 
method. Compare inventory at sales price 
as computed with inventory at selling 
price as determined based on physical in- 
ventory counts. Obtain explanation of any 
substantial differences. 

Test material mark-ups, mark-downs, 
mark-up cancellations, mark-down can- 
cellations, and other modifications of sell- 
ing price to appropriate authorizations in 
company records. Determine that com- 
pany is consistent with previous years in 
calculation of rate of mark-up to reduce 
inventory at selling price to cost. Satisfy 

. 
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yourself that sales, purchases, opening 
inventory, and other figures used in the 
inventory calculation agree with the gen- 
eral ledger balances which your other audit 
work has verified. 

Trace a number of items from the count 
sheets back to mark-up authorizations and 
from authorizations of price changes: for- 
ward into the inventory listing to deter- 
mine if authorized prices were used for 
inventory purposes. 

Review detail inventory records for 
obsolete and slow moving items and dis- 
cuss valuation with appropriate officials. 

Obtain an appropriate inventory repre- 
sentation from the company. 

Number 7 (Estimated time—I17 to 25 
minutes) 

Your client, a distiller of alcohol, sug- 
gests that it is not necessary for you to 
observe the taking of physical inventories 
at his plants. He points out that the 
Treasury Department’s Alcohol Tax Unit 
checks regularly on his inventories of raw 
materials, work in process, finished prod- 
uct and revenue stamps. Procedures fol- 
lowed by the Tax Unit’s agents include 
auditing of production, sales and other re- 
ports and the taking of physical invento- 
ries at unannounced intervals. Your client 
maintains perpetual inventory records. 

Assuming that you agree to the client’s 
suggested restriction of the scope of your 
audit, answer the following two questio.is. 
(In each case, your answer should include 
a discussion of the specific effects of such 
restriction on your short-form report.) 

a. Your review of such of the records of 
the tax audits as are available and 
your appraisal of the procedures em- 
ployed in such audits convince you 
that the client’s record of inventory 
quantities can be relied upon. Would 
you be justified in accepting such 
independent verification by a govern- 
mental agency in lieu of your own 
observation and in consequently giv- 
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ing an unqualified opinion? Discuss 
fully. 

b. Your review of the tax audit records 
and procedures does not satisfy you 
that you would be justified in relying 
solely on that verification of quanti- 
ties. What effects would your omis- 

sion of observation procedures have 
on your short-form report? Discuss 
fully. 

Answer 7 

Extensions of Auditing Procedure (see | 
Codification of Statements on Auditing 
Procedure) require observation of inven- 
tories where this asset represents a signifi- 
cant proportion of the current assets or of 
the total assets of the concern and where 
the procedure is both practicable and 
reasonable. If the procedure is practicable 
and reasonable and the auditor does not 
apply it, he must disclose the omission in 
the scope paragraph of his report. If he has 
satisfied himself by other means, he need 
not include a qualification in the opinion 
paragraph; if he has failed to satisfy him- 
self, the opinion paragraph must be quali- 
fied. 

a. If the independent verification by the 
governmental agency is such that you 
feel you can rely on the client’s inven- 
tory records, the scope section of the 
report would require qualification, 
but the opinion paragraph would not. 
However, there may be a question 
whether Rule 6 of the Rules of Pro- 
fessional Conduct has been observed. 
It can be argued that a substantial 
portion of the examination has been 
entrusted to someone who does not 
meet the requirements of the rule. If, 
however, the tax audit is viewed asa 
feature of internal control, no viola- 
tion of Rule 6 is implied. 

. If the auditor is not satisfied that the 
inventory quantities are reliable and 
omits observation of the inventory, 

he must qualify both the scope and 
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opinion paragraphs as required by 
Extensions of Auditing Procedures. 
If the amount involved is significant 
enough to negate any opinion on the 
financial statements taken as a whole, 
the auditor must specifically disclaim 
such an opinion and give instead a 
‘“piece-meal” opinion as to other 
assets, liabilities, and income state- 

ment accounts. 

Number 8 (Estimated time—J30 to 45 min- 

utes) 
You have been engaged by the Louis 

Research Corporation to make an exami- 

nation of the balance sheet of the Rogers 
Corporation as of December 31, 1956. 
Your client is considering the acquisition 
of the latter corporation by the purchase 
of its capital stock, and intends to use your 
report in connection with purchase con- 
tract negotiations. Furthermore, your 
client has stated that since the purchase 
has been motivated by the need for exist- 
ing manufacturing facilities in a new 
marketing area, it is understood that your 
work under this engagement would be 
limited to that necessary to enable you to 
certify to the balance sheet but not to the 
statement of income and surplus. 

This is the first time that the financial 
statements of the Rogers Corporation have 
been examined by independent public ac- 
countants. 

A physical inventory will be taken by 
the Rogers Corporation as of the examina- 
tion date. 
Taking into consideration the fact that 

your certificate will only relate to the 
financial position of the company at De- 
cember 31, 1956 and that you wish to do 
the minimum amount of work needed: 

a. State what work, if any, should be 
done in respect to the following in- 
come and expense accounts for the 
year: (1) Sales, (2) Purchases, (3) 
Interest Expense, (4) Taxes, (5) 
Legal expense, and (6) Maintenance 

and repairs. Give the specific reasons 
for any procedures which you con- 
sider necessary. 

. State specifically what work, if any, 
should be done with respect to the 
balance sheet accounts at the begin- 
ning of the year. Give the reason for 
each procedure which you consider 
necessary. 

Answer 8 

a. (1) Sales. Sufficient review of sales 
transactions should be undertaken to 
assure the auditor that the basis on 
which sales revenue is taken up in the 
sales account is in accordance with 
generally accepted principles of ac- 
counting and is applied consistently. 
The possible variety in terms of ship- 
ment and sale require that care be 
exercised in the recognition of reve- 
nue so that receivables, inventory, 
and earned surplus may be stated 
correctly. Any sales guarantees, 
maintenance agreements, etc. must 

also be investigated to determine the 
possibility of real or contingent lia- 
bilities. Tests of the sales cut-off are 
necessary to determine whether re- 
ceivables and inventory are stated 
correctly. 

(2) Purchases. Sufficient review of 
purchase transactions should be made 
to assure that only merchandise pur- 
chases, rather than capital items, are 
charged to that account and that the 
basis on which liability for purchases 
is recognized is in accordance with 

generally accepted principles of ac- 
counting. Any special purchase con- 
tracts or commitments should be 
investigated for the possibility of con- 
tingent liability or loss. Tests of the 
purchases cut-off are necessary to de- 

termine whether payables and inven- 
tory are stated correctly. 

(3) Interest Expense. All interest 
paid during the period should be re- 
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lated to specific liabilities of record. 
If this cannot be done, there is an 

implication that interest has been 
paid on an unrecorded liability. 
Reconciliation of interest expense for 
the period as computed from re- 
corded liabilities with interest ex- 
pense per the interest expense ac- 
count is necessary to determine or 
verify the liability for accrued inter- 
est payable and any prepaid interest. 

(4) Taxes. Taxes paid should be re- 
viewed and tax bills examined to dis- 
cover any taxes due but unpaid and 
not recorded as a liability. Communi- 
cation with the Rogers Corporation’s 
attorney may be desirable to discover 
the existence of any litigation re taxes 
or any contested items. 

(5) Legal Expense. This account 

should be analyzed sufficiently to 
give the auditor an understanding 
and awareness of any legal problems 
pertaining to the ownership of assets 
or the existence or extent of liabili- 
ties. Such analysis gives him a basis 
for correspondence with attorneys 
and others regarding contingent lia- 
bilities and losses. 

(6) Maintenance and repairs. This 

account (or accounts) should be 

analyzed sufficiently to determine 
that the company’s practice with re- 
spect to charging repairs, etc. to this 
account (or accounts) is in accord- 
ance with generally accepted princi- 
ples of accounting and is applied con- 
sistently. For example, extraordinary 
repairs or capital additions may have 
been charged to repairs and mainte- 
nance in error. 

. Certain balance sheet accounts such 

as cash, receivables, inventory, in- 

vestments, deposits and advances, 
some prepaid items, and current lia- 
bilities are verified almost completely 
in any normal examination. Under 

the terms of our engagement with the 
Louis Research Corporation, no in- 

vestigation of the beginning balance 
in these accounts is necessary pro- 
viding our examination of year end 
balances is adequate. Other accounts 
such as fixed assets, fixed liabilities, 

capital stock and surplus accounts 
are not verified substantially in any 
single examination other than the 
first. For such accounts, a careful 

review of each is required. This re- 
view should be sufficient to establish 
that entries to the account since 
inception of the company have been 
made in accordance with generally 
accepted principles applied on a con- 
sistent basis. This will require exami- 
nation of supporting evidence for at 
least all major entries in these ac- 
counts or for a representative num- 
ber of such transactions. It will also 
require review of such related ac- 
counts as repairs and maintenance 
for the same period. 

Number 9 (Estimated time—28—40 minutes) 

The review of the system of internal con- 
trol by an independent certified public ac- 
countant is fundamental in every exami- 
nation of financial statements upon which 
he must express an opinion. 

You have been engaged to examine the 
financial statements of a manufacturing 

company which pays all payrolls in cur- 
rency. 

a. State what questions you would ask 
in your review of the system of inter-- 
nal control and procedures relative 
to payrolls. (The answer may be in 
the form of an appropriate question- 
naire.) 

b. Give your reasons for asking the 
above questions, including an ¢x- 
planation of how you would use the 
questions in deciding on the effec- 
tiveness of the control over payrolls. 

Ans 
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Answer 9 
a. Who is responsible for authorizing 

the addition of names to the payroll? 
What records of interview, references, 
and initial employment are kept? 
Who authorizes rates of pay and sub- 
sequent changes? What review of 
employment practices is made by an 
internal audit or other department. 
Who is responsible for authorizing 

separations from the payroll? What 
procedure is followed for reporting 
separations? 

Are time clocks or other independ- 
ent means used to record hours 
worked? Are records of hours worked 
approved by foreman or supervisor? 
Do overtime hours require special 
approval? If so, by whom? 
Who prepares payrolls? What pro- 

cedures are followed to eliminate 
errors of a clerical nature in hours 
worked, rates of pay, extensions, and 
footings? Are all deductions reviewed 
and approved? Is final payroll re- 
viewed and approved before check is 
drawn for net payroll? If so, by 
whom? 

Are distributions of payroll charges 
to expense and other accounts re- 
viewed and approved? By whom? Is 
there any reconciliation of wages paid 
with production, cost, statistical, or 
other records? Describe procedure 
followed. 
Who signs check drawing payroll 

funds? Who is in charge of filling 
envelopes? Is amount of cash avail- 
able exactly equal to needs? What 
disposition is made of amounts over 
and short? 
Who distributes pay envelopes to 

employees? Is this operation super- 
vised? How do employees identify 
themselves? Are receipts obtained 
for envelopes issued? Are receipts 

compared with personnel files for 
validity of signatures? Is total of 
receipts reconciled with net pay? 

What provision is made for un- 
claimed pay envelopes? Who has cus- 
tody of unclaimed pay? How long are 
envelopes held before return to 
general cash? What procedure is re- 
quired to claim envelopes after regu- 
lar pay date? 

Are payroll amounts reconciled 
with earnings reported to taxing 
authorities? Is there any rotation of 
payroll personnel among various 
duties? 

. These questions are asked for the 
purpose of determing whether or not 
determination and distribution of 
pay to employees are carried out 
effectively and with a minimum of 
errors and irregularities. The auditor 
is interested in the use of mechanical 
proof devices, cross-checks, and ap- 
provals that tend to limit the possi- 
bility of clerical and unintentional 
errors. He is also interested in suffi- 
cient separation of duties and review 
of work done to assure that inten- 
tional irregularities are both unlikely 
and sure to be discovered in the 
ordinary course of work. 

In deciding on the effectiveness of 
internal control, the opportunity for 
error or manipulation by any one 
individual is the primary question. 
Can anyone obtain or intercept funds 
and either cover his defalcation by 
manipulation of records or approvals 
or go undiscovered because his work 
is not subject to adequate review? 

If it is found that opportunities for 
error or irregularity are present, 
recommendations for improvement 
should be made and the audit pro- 
gram should be modified appropri- 
ately. 
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ASSOCIATION NOTES 
E. Buri AUSTIN 

(Eprror’s Nore: Readers of this section are urged to send items eligible for inclusion in these columns to E. Burl 
Austin, Oklahoma State University, College of Business, Stillwater, Oklahoma. At intervals a routine request is 
mailed asking for this information, but readers need not wait for these communications.) 

DISTRICT OF COLUMBIA 

Strayer College of Accountancy 

Eric DAENECKE has taken a leave of absence 
to accept an assignment with the Point IV pro- 
gram as Commercial-Industrial Accounting Ad- 
visor to Iran. 

ALABAMA 

University of Alabama 

Paut GARNER attended the Eleventh In- 
ternational Congress on Management in Paris, 
and the Seventh International Congress of Ac- 
countants in Amsterdam. He served as head of the 
delegation from the American Accounting Associ- 
ation. 

WILLIAM FLEWELLEN received the Ph.D. de- 
gree from Columbia University in June and is 
spending the fall term on leave with Tennessee 
Coal and Iron Division of U. S. Steel Corporation. 
He has been promoted to the rank of professor. 

Josern E. LANE spent the past summer with 
the General Accounting Office Faculty Residency 
Program in Washington. He has been promoted to 
the rank of professor. 

A. J. Penz attended the Case Seminar Pro- 
gram at the Harvard Business School during the 
summer. 

Percy YEARGAN received the Ph.D. degree 
from this university in June, and was appointed 

assistant professor. 
DoNALD MILts was promoted to assistant pro- 

fessor. 
Frep BRETT was appointed instructor. 
Victor HARRISON has been appointed editor of 

The Alabama C.P.A. 
Wuitney has been elected president 

of the Tuscaloosa Chapter of the Alabama Society 
of CPAs. 

THomas HuMBLE has become an associate 
member of the Alabama Society of CPAs. 

Grapy FULLERTON has resigned to accept the 
position of Comptroller, City of Birmingham. 

The Department of Accounting is conducting 
an experiment in teaching elementary account- 
ing over closed circuit T.V. JosepH E. Lane is 
directing the project. 

Pau GARNER recently addressed the National 
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Association of CPA Examiners at their annual 
meeting in New Orleans in October. 

ARKANSAS 

University of Arkansas 

WALTER B. Coxe spent the summer on a proj- 
ect for Carter Oil Company at Tulsa. The 
project related to distribution of overhead costs to 
oil leases, utilizing electronic data processing, 

James M. Owen, of Louisiana State Univer- 
sity, was a visiting professor on this campus dur- 
ing the summer. 

New additions to the staff are as follows: Pam 
La GRONE, associate professor, from Pan Ameri- 
can College; Jess L. Ruopes, from Harding Col- 
lege, and IvAN HALL, of this university. 

CALIFORNIA 

University of California, Los Angeles 

Ira N. FRisBEE has retired from the faculty. 
G. RopcER of Victoria University 

College of Wellington, New Zealand is a visiting 
professor on the faculty during the current se- 
mester. 

RicHarp F, PErrce has joined the faculty as 
assistant professor. 

A. B. Carson has been appointed Accounting 
Area Chairman in the Department of Business 
Administration. 

COLORADO 

University of Denver 

The university was host in September to the 
Seventh Annual University of Denver Tax Insti- 
tute. 

FLORIDA 

University of Florida 

The university was host in September to the 
Eighth Annual Graduate Accounting Conference 
sponsored jointly with the local chapter of Beta 
Alpha Psi and the Florida Institute of CPAs. 

Joun S. Atmetpa is the new faculty vice- 
president of Beta Alpha Psi. 

D. D. Ray has received his Ph.D. degree, has 
been promoted to associate professor, and during 
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the past summer served as consultant to the 
General Accounting Office. 

Marion Carson has received his Florida CPA 
certificate. 

L. J. BENNINGER has been appointed associate 
professor of accounting after serving for a time as 
visiting professor. 

RoBERT STERLING, formerly of the University 
of Denver, has been appointed instructor. 

Rosert Drnman has returned to the staff 
from a leave of absence spent as visiting professor 
under the Fulbright program at the University of 
Ceylon. 
Harvey T. DEINZER was recently admitted to 

the Florida Bar and was a participant during the 
summer in a seminar at Carnegie Institute. 

Matco.m L. PvE resigned his position to begin 
duties with Bethlehem Steel Corporation. 

Witt1am H. ANDERSON resigned to accept a 
position with Huntington College. 

ILLINOIS 

Northwestern University 

GrorcEe W. Cottrns has been appointed chair- 
man of the department. 

Southern Illinois University 

Mary Barron resumed her duties on the 
faculty after spending the past year working as 
Assistant Auditor of Public Accounts, State of 
Kentucky. 

Emerson C. Erp has been granted a year’s 
leave of absence to continue his work on a Doc- 

torate at Indiana University. 

De Paul University 

RicHarp J. BANNoN has been promoted to the 
rank of associate professor. 

Epwin CoHEN has been promoted to the rank 
of assistant professor. 

Rosert H. ENcLE and J. LauF have 
joined the faculty with the rank of associate pro- 
fessor and instructor, respectively. 

University of Illinois 

G. E. Luxas, N. D. WAKEFIELD and W. E. 
Tuomas have been promoted to the rank of pro- 
fessor. 

G. D. Bricuton and A. R. Wyatt have been 
promoted to the rank of associate professor. 

H. P. Houzer has been promoted to the rank of 
assistant professor. 

H. E. Arnett, C. G. Avery, J. G. BARNHILL, 
and R. L. McGarvey have been promoted to the 

rank of instructor. 
H. E. Breen has been granted a second year’s 

Association Notes 153 

leave of absence to continue working in the Gen- 
eral Accounting Office on a training and recruiting 

program. 
D. H. SKADDEN is on leave this year working 

with Haskins & Sells in Chicago. 
N. D. WAKEFIELD has been reappointed editor 

of The Illinois Certified Public Accountant. 
R. L. Davison, H. P. Hotzer, GEoRGE MEAD, 

and R. E. Scutosser have passed the Illinois 
CPA examination. MEap received the Illinois 
gold medal. 

C. H. Grirrt has joined the staff as associate 
professor. Other new staff members in the grade 
of instructor are J. W. Giese, J. O. LaNncE, and 
M. W. WINGFIELD. 

N. M. Beprorp has been named president of 
the Sangamon Valley Chapter NAA. 

H. H. Barry died at his summer home at Ely, 
Minnesota in September. He had retired recently 
after 39 years of service. 

INDIANA 
Buier Universtiy 

G. Frep WEBER assumed duties as associate 
professor, coming from Montana State Uni- 
versity. 

P. has been promoted to 
the rank of associate professor. 

Indiana University 

Davip W. THompson has resigned to become 
a partner of Peat, Marwick, Mitchell & Co., New 
York. 

R. B. McCosg has resigned to return to the 
University of Denver. 

Leon E. Hay has been promoted to associate 
professor. 

Cartes H. SPENCER attended the summer 
Case Seminar Program of the Harvard Graduate 
School of Business Administration. 

IOWA 
Drake University 

Two additions to the staff are Rocer W. 
BricGs, as associate professor, coming from 
Grinnell College, and Ricnarp G. PEEBLER as 
assistant professor. 
RUEBEN W. WAGNER has resigned from the 

staff. 
M. B. Ditiey spent the summer serving as 

visiting professor of accounting at the University 
of Utah in Salt Lake City. 

KANSAS 

University of Wichita 

The university will be host in April to the Third 
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Annual Petroleum Accounting Conference. The 
event is jointly sponsored by the Wichita Chapter 
of the Kansas Society of CPAs, the Petroleum 
Accountants’ Society of Kansas, and the Wichita 

Chapter NAA. 

KENTUCKY 

University of Kentucky 

Rozsert D. Haun attended the DuPont Sym- 
posium in Wilmington, Delaware during the 
month of June. 

WeENDELL E. BEAts spent the month of August 
at Williams College in Massachusetts participat- 
ing in a faculty seminar. 

Wittiam W. Ecron has joined the teaching 
staff as instructor. He was a senior accountant 
on the staff of the St. Louis office of Arthur 

Andersen & Co. 

MICHIGAN 

Michigan State University 

New appointments include Robert L. Kvam, 
assistant professor, and as instructors, the follow- 
ing: Exmer ANTTONEN, Epwin 

L. Ferrara, G. Epwarp PHItips, and 
NORMAN STANTON. 

Resignations include Miss MARIE DUBKE, who 
resigned to join the staff of Touche, Niven, 
Bailey & Smart, and CHartes P. Woops who 
resigned to join the faculty of the University of 
Nevada. 

J. W. RuswinckEx has been reappointed chair- 
man and C. LAWRENCE was reappointed as a 
member of the Professional Education Committee 
of the Michigan Association of CPAs. 

J. D. Epwarps has been appointed to the Ac- 
counting Principles and Auditing Procedures 
Committee of the Michigan Association of 
CPAs. 

MISSISSIPPI 

Mississippi State College 

VARDAMAN VANCE passed the CPA examina- 
tion in May. 

W. L. Cross joined the staff as assistant pro- 
fessor in September. 

MISSOURI 

University of Missouri 

* New faculty appointments are Westey E. 
BALLSRUD, assistant professor; RALPH M. Hocan, 
lecturer, JAMES E. HoLsTEIN, assistant professor, 
and Ratpu E. SKELLY, assistant professor. 

MONTANA 

Montana State University 

DoNALD J. EMBLEM is on a two-year leave of 

absence teaching at the University of The Punjab 
in Pakistan. 

Dorsgy E. WIsEMAN has joined the staff as 
associate professor. He had been at the University 
of Nebraska before coming to Montana. 

RicHarp C. MCALLISTER has joined the staf 
as assistant professor, coming from the University 
of Seattle. 

Cares F. ANGEL has joined the staff as jp. 
structor after serving two years in the U. § 
Army. 

NEW JERSEY 

Fairleigh Dickinson University 

Harry W. SANDHUSEN, JR., has been chosen 
by the Paterson Chapter NAA to receive their 
most valuable member award for the current 
year, 

NEW YORK 

Long Island University 

Puritre WoLITzER received a plaque from the 
Student Accounting Society for his valuable con- 
tributions to the student body and to the 
profession. 

The following members are serving with the 
New York State Society of CPAs: LEo Scutoss, 
Committee of Education and Personnel, and 

WoLiTzER, Committee on Admissions and 
Administration of Accountant’s Practice. 

OHIO 

John Carroll University 

IrvinG K. CHRISTIANSEN has been appointed 
Director of the Department of Accounting and 
Statistics. 

Miami University 

BEN YAGER was awarded the D.B.A. degree by 
Indiana University in June. 

Ropcers A. GERHARDT joined the staff as in- 
structor. 

Ashland College 

Paut E. Scuwartz has been named acting 
chairman of the Department of Business Ad- 
ministration. 

University of Dayton 

Wit1iaM J. HosBen was added to the staff in 
September. 

GrorcE A. GusTAFSON has accepted a position 
with the Federal Government. 

OKLAHOMA 

Oklahoma State University 

E. T. SCHAUER has served during the past two 
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summers as consultant to Continental Oil Com- 
pany, Ponca City, Oklahoma. ScHAVER spoke in 
April before the Petroleum Accountants Society 

of Oklahoma on the subject of “Employee Ap- 
isal and Development.” 
Cc. A. Brack has been promoted to assistant 

professor. 
B. F. Harrison attended the annual meeting 

of the American Institute of CPAs in New Orleans 

in October. 

PENNSYLVANIA 

Lehigh University 

Roy B. Cow1n retired in June, 1956 as head of 

the department and his duties were assumed by 
Dean E. ALLEN. 

EucEeNne C. has been promoted to as- 
sistant professor. 

Francis M. Brapy, JR., has been promoted to 

assistant professor. 
James E. WERT resigned as assistant professor 

to accept a position as economist with the Federal 
Reserve Bank of Cleveland, Ohio. 

WENDELL P. TrumBuLL, formerly of New 

York University, has joined the staff as professor 

of accounting. 
Cart L. Moore has been named program 

chairman of the Lehigh Valley Chapter, Pennsyl- 
vania Institute of CPAs. 

The first annual accounting forum, in coopera- 
tion with other professional societies; was held on 
the university campus in November for students 
of the surrounding colleges and universities inter- 

ested in a career in accounting. 

TEXAS 

University of Texas 

Jiu G. ASHBURNE presented papers before the 
Sabine Chapter NAA and a joint meeting of the 
Accounting Section, Southwestern Social Science 
Association, and the Regional American Account- 
ing Association. 

RosBert T. Tussinc has been appointed profes- 
sor of accounting and head of the Department of 
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Business Administration, New Mexico Highland 
University. 

R. E. SEILER, together with Jim ASHBURNE, 
conducted an oil jobbers management institute in 
Odessa, Texas in January, 1957. 

New faculty appointments include Kato 
Newert and Puri Meyers, Assistant Professor; 
Grant CHANDLER, lecturer. 

North Texas State College 

N. G. SuLtIvAN and Franx Ross passed the 
May CPA examination. 

Horace Brock was the principal speaker at 
the Accounting and Finance Division of the 
Petroleum Institute in October in Dallas. His 
topic was ‘Suggestions for Reform in Petroleum 
Accounting.” 

Goyneé A. Rosason joined the accounting 
staff in September. 

WASHINGTON 

University of Washington 

KENNETH B. Berc and LAUREN M. WALKER 
have been promoted to the rank of professor. 

Wittiam E. Cox has retired to the position of 
professor emeritus. 

James R. BentLey is devoting the current 
year to research under a Ford Foundation fellow- 
ship grant. 

Ropert M. Simpson, formerly a partner of 
Arthur Andersen & Company, has been ap- 
pointed lecturer. 

Gene E. Astort has been appointed instruc- 
tor of accounting. 

WYOMING 

University of Wyoming 

Dean M. C. MUNDELL has been selected as 
chairman of the Mountain States Conference of 
CPAs which will be held next June 16 through 19 
at Jackson Lake Lodge, Wyoming. Jean F. 
MESSER is to serve as chairman of the Editing 
and Publishing and Commercial Exhibits Com- 
mittee. 
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Accounting 

Ff. SEWELL Bray, The Interpretation of Accounts (New 
York and London: Oxford University Press, 1957), 
pp. VIII, 215, $4.80). 

First thoughts: The title of the book points to an 

aspect of accounting that is often neglected. The inter- 
pretative, analytical, informative potential inherent in 
capital-income accounting has not been explored very 

far. In accounting education these interpretative pos- 
sibilities are seldom examined beyond a course in 
financial statement analysis. Yet, from indications of 
staff positions labeled “‘analyst,” it is safe to presume 

that data buried in account categories are in some com- 
panies closely examined for informative interrelations 
of significance to management. A need exists for a litera- 
ture in the interpretation of accounts to supplement the 
substantial literature of accounting technology and 
professional auditing. Perhaps this volume will be an 
item of this kind. 

Now as to the book itself. 
The author is both an accountant and an economist; 

his chapter 10 is titled “Auditing Theory” and chapter 
9, “The Nature and Purpose of Direct Taxation.” His 
strong interest in social accounts is reflected in chapter 
11, “A Formal Review of Social Accounting.” Chapter 
2is titled “The Formal Principles of Public Company 
Accounting.”” Since 1944 he has been author or co- 
author of nine books on various aspects of accounting. 
The two latest of these report on researches made 
while serving as Stamp-Martin Professor of Accounting. 

The volume under review is published for the re- 
search committee of the Society of/ Incorporated 
Accountants, and carries a foreword by Bertram Nelson, 
president of the society. A first view of the objective 
of the book comes in this foreword. “The whole purpose 
of Professor Bray’s book is to suggest that three view- 
points (about the purposes of accounts) can be recon- 
ciled. . .”” The three divergent views are those of enter- 
prise management, those indicated in the Companies 
Acts and tax legislation, and those of “‘. . . economists, 
who have discovered the merits of accounting technique 
as a method of analysis.”’ 

The chapters consist of eleven research lectures given 
between 1953 and 1955, for the most part before meet- 
ings of accountants. Other settings include student 
groups, economics and statistical societies, and the 
British Institute of Management. About one half of the 
book (110 pp.) is given over to four chapters titled 
“Accounting Dynamics.” These present in considerable 
detail the author’s present theme. Other lectures deal 
with some of the same materials, adapted to the par- 
ticular audience then present. Sometimes the lectures 
seem designed to show to accountants the concepts of 
economists, others to show economists and statisticians 

something of the potentials of accounting technology. 

Accounting dynamics, the author points out, “... 
can and should be looked upon as part of the general 
interpretation of accounts...Our primary purpose 
then is to consider those forms of differential accounts 
which promote business adaptability to change.” (p. 
41) “The essential task of accounting dynamics is the 

isolation and magnification of changes in accounting 
aggregates in order that we may study the changing 
economic pattern of an accounting entity.” (p. 53) In 
the accompanying context he speaks of “those who 
engage in expectation accounting.” This is for account- 
ing a new term, perhaps, but not a new idea. The 
practice of industrial budgeting from its beginning a 
generation ago has dealt with “‘expectations;” the same 
could be said about standard cost. The phrase, however, 
very effectively indicates the direction of the author’s 
interest. 

American readers should be mindful of British use 
of the phrase “in the accounts.” Usually the context 
will show that the reference is to some form of reporting 
accounting data—financial statements or schedules, we 
usually say. References to price-level adjustments “in 
the accounts” is more likely to mean “in the state- 
ments” than in the ledger categories. 

The author gives little space to ratio analysis of 
financial statements—the most familiar approach to 
interpretation of account data. His emphasis is else- 
where. “We are principally concerned with accounting 
change.” “Change, when it occurs, demands recognition 
and adaptability.” “We are trying to analyse what is 
really happening behind those aggregate figures which 
appear in accounts, in order that we may bring about a 
wider use of the figures passing through the hands of 
accountants.”’ (pp. 62, 63) 

The approach he adapts to analysis of changes re- 
flected by business enterprise data has some kinship 
to funds statement computations. He writes of “ 
Earmarkings and Utilization of Funds” (p. 37), 
“Capital Change” (pp. 65, 161). Chapter 8, “Capital 
Changes,” gives detailed attention to this analytical 
presentation. Section 1 of that schedule is called “Sav- 
ings and Asset Formation,” and includes on one side, 
“retained income,” “earmarked income,” “provision 
for depreciation” (cost allocation and price change 
adjustment are shown separately), “inventory price 
change adjustment,” and a balance, “Excess Asset 
Formation.” On the other side: net expenditures of 
fixed assets, change in deferred expenditures, change in 
total inventories. 

Other analytical sections are titled “Gains and 
Losses,” “Long-term Financial Changes,” ‘Working 
Capital Changes,’”’ “Tax Adjustments and Change in 
Provisions.” The last section is “Summary Account of 
Capital Changes,” and includes, among others on the 
left, a final item, “asset value adjustment,” on the 
right, “Capital Value Adjustment.” For each side three 
money columns are provided: Indicated or Expected 
Standards of Change, Actual Changes, Differences. (p. 
171) Here, as elsewhere in the book, a good deal of 
explanatory text accompanies the schedules. 

In the details of the sections (except for items of ad- 
justment for price change) the similarity to familiar 

schedule.” “The bi-lateral functions of capital change” 
are disclosed in the summary account. This summary 
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(p. 173) is arranged to show that “the positives and 
negatives (e.g. excess asset formation vs. excess saving; 
increase vs, decrease in working capital, etc.)’’ will 
always counterbalance to give a zero total. Some of the 
terminology and arrangement here seem designed more 
to make interpretation of capital changes understand- 
able to economists than to accountants and manage- 
ment. 

Numerous writers in THe ACCOUNTING Review have 
evidenced dissatisfaction with the service that could be 
rendered by the usual funds statement. Professor Bray 
seems to have felt the same analytical deficiency and, 
drawing upon the approach used in social accounts, to 
have sought to show how to increase the analytical 
information to be made available. 

Most of the material in the four chapters on account- 
ing dynamics is used to present and explain an arrange- 
ment, in statement form, of enterprise operating data. 
Pro-forma statements, “a permissible minimum,” are 
presented early (pp. 35-38); in chapter 4 and 5 (pp. 
72-74 and 100-104) a detailed “Product Operating 
Account” is set up to permit comparing changes be- 
tween the results of two periods. 

The first section sets goods and outside services 
acquired for production (“input”’) in contrast with sales 
and change in inventory (“output”) thus producing a 
debit balance forward of net output, i.e. “value added.” 
The second section deducts from “‘value added,” the 
sum of various operative and auxiliary labor costs, and 
selling and distribution salaries, thus producing a debit 
balance forward of “‘variable margin.” The third sec- 
tion, the most detailed of all, comes to a remainder of 
“operating income” often deducting from “variable 
margin’’ certain costs (goods, services, labor) which do 
not vary with output, e.g. standing overheads, ad- 
ministrative and management costs, imputed or actual 
rents, depreciation of operating assets. 

Here again some aspects of the arrangement and 
titles suggest a concern for making account data more 
understandable for economists’ use in their own 
analytical computations. For example, the “value 
added” figure can easily be associated with external 
statistical data (census). The term “capital formation” 

probably will carry a broader connotation for economists 
than for management. The mention of imputed rent 
and the placement of depreciation charges in the calcu- 
lation also seem directed more toward economic analysts 
than managerial analysts of production cost factors. 
The previously mentioned inclusion of price change 
adjustments for depreciation and inventories also tends 
to adapt the presentation to economists’ use, particu- 
larly that involved in setting up schedules for social 
accounts. 

In order best to serve this purpose, however, dis- 

closures of this kind would need to be universally 
adopted and used in business. Manifestly this change 
would take a long time to bring about. Usually statutory 
provisions and established customs do not yield readily 
to the persuasiveness of new ideas or to the logic of 
changing conditions. It is not clear from information 
available here whether or not an earlier apparent 
hesitation on the part of British businessmen at pub- 

lishing details of their operations has materially 

changed. It could be that the usual public disclosures of 
present-day operating details are considered by some 
observers still to be relatively incomplete and in need 
of voluntary expansion. 

Last thoughts: The arts of interpreting account data 
do indeed need development. Since the early days of 
cyclical analysis, the ability of economists to extract 
significance from accumulated factual data has con- 
tinued to grow. The development of “‘social accounts” 

is a more recent example. The research and analytical 

thinking back of the papers in this volume and beneath 
the author’s other publications has been a worthy 

endeavor. Yet to this reviewer, because of his bias, no 
doubt, it seems likely that the overall influence of the 
best research and the most persuasive presentations in 

this area will show up in economics more clearly and 
sooner than in law, taxation, accounting or business, 

This is not to say that businessmen, administrative 
accountants, and professional accountants are opposed 
to new analytical techniques. They have cooperated 
very well in the development of accounting to its present 
state of high usefulness, and they could obviously learn 
much from analytical economics. Nevertheless, they 
undoubtedly will be slow to accept modified procedures 
which could cloud the reviewability of the recorded 
financial fact of prior business decisions. Some of these 
data surely would be smothered if into ledger accounts 
were injected extraneous adjustments which would 
cause the modified figures to reflect results as if the 
enterprise had taken action it had not yet taken. 

Professor Bray’s book does not argue for injecting 
price-level change into the ledger, though other writers 
in their fervor for an economic type of realism, make 
it difficult to avoid the conclusion that they consider 
this kind of reform appropriate, and that they look at 
reaction against it as little more than mere traditional- 
ism. As an accountant, this author will be well aware 
that more is involved than “traditionalism.” One 
element likely to stand large in the mind of accountants 
would be suggested by the question: Would negative 
adjustments upon a down-swing of prices be equally 
acceptable if the positive adjustments which make up 
the present pattern of thought were now generally 
accepted? 

In the service of informed enterprise management, 
calculated estimates of the impact of price level change 
could prove very useful indeed. So too could other 
types of economic analysis. And perhaps the time is 
close at hand when trained economic analysts should be 
on the staff of large business concerns. But to get these 
useful interpretative benefits, it is not necessary ex- 
tensively to “reform” accounting technology itself. 

Professor Bray writes as a realist well aware of both 
the accounting and economic point of view. As a realist, 
he does not reach for new accounting technology. At 
most his presentation stresses the thought that operating 
statements might well become more flexible, more re- 
vealing, more useful than merely to continue serving 
as a formal adjunct to audited balance sheets. It is clear 
he has in mind the needs of management as well as 
those of economic analysts. And perhaps he would agree 
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that no persuasive reason stands in the way of making 
efiective use of collateral interpretative information in 
the event that reporting price adjustment effects in 
the formal financial statements also come to be con- 
sidered objectionable. 

Viewed in that light, the contribution of this book 
could be said to lie in the care and understanding the 
author shows in striving to make accounting ideas more 
understandable to economists, and the ideas of economic 
analysts more understandable to accountants and 
businessmen and others who usually have not had 
formal training in economics. 

Accounting needs a body of logical theory to support 
and explain the objectives and limitations of its tech- 
nical services. And it is clear that a good many ideas 
weful in the structure of accounting theory can be 
found in the literature of microeconomics. It seems less 
certain that accounting theory could benefit as much 
from ideas out of macro-economics where the method- 
ology of social accounts has been derived partly out of 
accounting. 

On the other hand, philosophical economics also has 
needs, particularly those related to techniques for 
bringing its reasoning powers to fruitful use in practical 
aflairs. Econometrics and social accounts are instru- 
ments serving this need. 

Because these needs exist, and because social eco- 
nomics and enterprise accounting are inescapably 
different disciplines, the research activities of this 
author and other thoughtful students should continue. 

Because economists and accountants will continue to 
think in different ways, it is well that some people try to 
improve mutual understanding between these groups. 
Out of understanding, each party may apprepriately 
adapt ideas from the other with no thought of advo- 
cating modification of one discipline in order to satisfy 
the theory of the other. 

It is fitting that the organized profession of public 
accounting should support such research and exchange 
of ideas; and it is particularly appropriate that a man 
who can see both economics and accounting should 
take up the task of moderator. Perhaps college classes 
in economics and accounting theory will in the long run 
prove to be the most important training ground for 
greater mutual understanding. Your reviewer strongly 
hopes that other dedicated teachers will appear who 
have had training in economics and accounting, and if 
possible, practical experience in contact with business. 

It will be through research, writing, and exchange 
of ideas that the most satisfactory progress will come. 
The important thing after all is not whether index 
adjusted value or historical cost is theoretically the 
more significant. Both have a useful function. The thing 
which does matter to the future of accounting and enter- 
prise management is whether and to what extent the 
interpretative modifications by application of price 
series indices of data out of business accounts will be set 
in analytical contrast with the recorded experience of 
exchange-priced transactions of the enterprise con- 
cerned—thus to help stimulate sound next decisions by 
its management. It is perhaps not too much to say 
that steadily improved decisions in business could 
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conceivably contribute as much to society as would 
governmental policy rested upon analysis of social 
accounts for the nation. 

A. C. Litrteton 
Denver 

H. A. aNp HersBert E. Mutter, Principles of 
Accounting—Introductory (Englewood Cliffs, Pren- 
tice-Hall, Inc., 1957, pp. xvi, 757, $6.95). 

Nothing succeeds like success, so it comes as no 
surprise that another edition—the fifth—of Finney and 
Miller’s Introductory has been issued. Apparently it 
was not intended to be a surprise; pages ix and x list 
about three score teachers who made suggestions for 
this new edition. 

A comparison with the fourth edition shows that 
the number of chapters (28) and appendices (3) are 
the same, although the fifth edition adds a 17 page 
section headed “Summary and Review” which uses 21 
audit adjustments resulting from a review of a hypo- 
thetical company’s improperly prepared statements to 
illustrate the effect of violating accepted accounting 
principles as developed in the text. The topics of the 
appendices have not been changed; they still cover 
matters relating to payrolls, locating errors, and the 
preparation of monthly statements when books are 
closed annually. 

The basic introduction to the accounting cycle is 
now covered in five chapters instead of four. The 
sequence of other traditional topics making up the 
first year of accounting course work has been improved 
in the new edition. 

One of the more striking noticed by the 
reviewer has been the skillful reduction of space devoted 
to the more operational aspects of accounting. Revers- 
ing entries, for instance, are not covered at all and, in 
general, a greater degree of the “why’’ has been injected 
in place of the “how to.” The reason, as stated in the 
preface, is to make the book more useful in courses 
which include students who do not intend to major in 
accounting. It is the apparent intent of the authors to 
make the Introductory volume also serve as a suitable 
text for a course which stresses the managerial useful- 
ness of accounting rather than its practice. To help 
accomplish this expanded purpose the following chap- 
ters are added, which do not appear as such in the 
preceding edition: (ch. 24) the statement of application 
of funds, (ch. 25) accounting aids to management, 
(ch. 27) consignments, installment sales, and branches, 
and (ch. 28) consolidated statements. These topics 
cannot of course be treated in much more than an 
elementary fashion. Partly because these new topics 
are placed toward the end of the text and partly because 
a greater awareness of the managerial significance of 
accounting is desirable in any introductory text, the 
fifth edition will prove completely acceptable as far as 

provided for the various chapters as well as transactions 
for partnership and corporation practice sets. 

The new Introductory volume of the Finney and 
Miller series continues to emphasize, as have previous 
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editions, currently acceptable principles and practices 
of accounting. As expected, the present edition con- 
tinues the tradition established in past books of the 
series to supply a text which reflects careful attention 
to the subject matter in both its broad and detailed 
aspects—the result is a thorougly reliable and teachable 
beginning text in accounting. 

B. C. LEMKE 
Professor 

Michigan State University 

Ceci GILLESPIE, Cost Accounting and Conirol (Engle- 
wood Cliffs, N. J. Prentice-Hall, Inc., 1957, pp. xv, 

824, $7.95). 

The function and scope of cost accounting has never 
been well set forth, either in the literature or by the 
practice of the discipline. Possibly because of this there 
tends to lurk in the minds of many accountants a 
“feeling” that cost accounting is cost bookkeeping and 
justifies itself only because it can give a valuation for 
inventory purposes. To them, cost accounting is a 
necessarily tedious and uninteresting aspect of ac- 
counting. While this view may have had some validity 
in terms of cost accounting as it was practiced fifteen 
years ago, since World War II developments in the 
field have been such as to suggest that a much broader 
view of cost accounting is appropriate. This new book 
by Professor Gillespie does much to dispel the older 
and inaccurate assumption, by providing a rather broad 
framework for the field of cost accounting. 

The author points out that cost accounting includes 
cost bookkeeping, cost control, cost analysis, cost 

comparison and cost planning. He states, ‘‘Cost ac- 
counting is a set of procedures for determining the cost 
of a product and of the various activities involved in 
its manufacture and sale, and for planning and measur- 
ing performance.’ To develop this broad view the book 
is divided into four sections. Part One is directed to the 
problem of determining product costs by process and 
job cost systems, though the presentation is of such a 
nature as to suggest basic control aspects of cost ac- 
counting as well. About half of the book is devoted to 
this conventional aspect of cost accounting. Part Two 
is directed to cost control. In this section, about 190 
pages are directed to standard costs and other methods 
for control of manufacturing, distribution, and general 

administration charges. 
The remaining 180 pages of the book are devoted to 

the planning phase of business. Part Three emphasizes 
budgeting and comparative cost constructions to de- 
velop information useful to management in planning 
the future activities of a company. In this area break- 
even analysis and direct costing are tied in to the 
problem of business planning. A single chapter on 
“Cost Planning” represents Part Four. This one chap- 
ter is devoted to the problem of developing costs ap- 
propriate for various purposes and resolves itself into 
the process of developing a cost system. Three appen- 
dices provide “A Complete Set of Cost Control 
Reports,” “Complete Budget for Benson & West 
Manufacturing Company” and an “Annotated Bibliog- 
raphy—Distribution Costs.” Discussion and review 

questions, exercises, and problems follow each chapter, 
The book appears to be an excellent textbook. The 

first two chapters provide definitions, scope and con- 
cepts of the field. Chapter three provides a review of 
basic accounting while covering the area of inventories 
and manufacturing costs. Job order costing is introduced 
in chapter four, after which the typical cost accounting 

topics are discussed in the usual manner. Budgeting is 
introduced in chapter 23 (Part Three) and three chap. 
ters cover, respectively, “Shipments, Production and 
Procurement Budgets,” “The Facilities Budget; Ex. 
pense Budget,” and “The Financial Budget.” In addi- 
tion to the three chapters on budgeting, Part Three 
includes a chapter on “Cost-Volume-Profit Relation. 

ships; Direct Costing,” a chapter on “Problems of 
Alternative Choice; Costs for Special Purposes,” and 
two chapters on “Comparative Costs—Distribution,” 
These seven chapters on planning will be appreciated 
by many instructors who have been searching vainly 
for more suitable material than that normally available 

in textbooks. 
One is reluctant to be critical of a book which does 

provide additional scope and meaning to the field of cost 
accounting. But it should be observed that the textbook 
is much more devoted to an explanation of how to do 
specific procedures and only incidentally concerned 
with why a particular procedure has been adopted and 
what alternative possible procedures might be used. As 
a consequence the student is apt to be subjected to the 
view that the function of accounting is to teach that 
which is done in practice. Undoubtedly this is a most 
important function, but if progress in the field is to be 
sustained, it is imperative that future accountants, in 
the form of students, develop an inquiring attitude 
toward accounting problems. The exact combination 
of theory and practice which provides the most suitable 
accounting course is subject to a variety of opinion. It 
may be contended, of course, that textbooks should be 
confined to practice with the instructor providing the 
broader base for the subject. 

Despite this one questionable reservation, which 
may be accepted as valid by some and rejected by 
others, the textbook represents a highly desirable addi- 
tion to cost accounting and will, unquestionably, 
contribute to its development. 

Norton M. BEDFORD 
Professor of Accountancy 

University of Illinois 

ARTHUR W. Hotes, Basic Auditing Principles (Home- 
wood, Illinois: Richard D. Irwin, Inc., 1957, pp. _ 
viii, 350, $6.00). 
In the words of the author, Basic Auditing Principles 

“ ...is designed to fulfill the requirements of educa- 
tional institutions offering a short, or one-semester, 
course in auditing, probably limited to three hours per 
week for the semester, or offering a two-semester 
course, and probably devoted to two hours per week 
for each semester.” Although there is room for dis- 
agreement as to the need for any special text material 
to satisfy the course requirements described, in general 
Professor Holmes has done an excellent job of producing 
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a concise presentation of the important areas requiring 
coverage in an auditing textbook. 

Since the major objective of this book is to cover the 
principal areas of concern to the independent auditor in 
a shorter space than other texts on this subject, a 
comparison of the length of Basic Auditing Principles 
with Auditing: Principles and Procedures by the same 
author may be revealing. Basic Auditing Principles con- 
tains seventeen chapters and 350 pages as compared 
with twenty-eight chapters and 808 pages in the 1956 
edition of Auditing: Principles and Procedures. 

The book is divided into three sections. The first 
contains four chapters dealing with the general matters 
relating to auditing, the auditor and the audit report, 
internal control and the audit program, audit working 
papers, and the examination of original records. The 
second section, representing the bulk of the book, 
includes eleven chapters concerned with the examina- 
tion of balance sheet and income statement items. The 
completion of the audit engagement, including the 
auditor’s responsibility for reporting events occurring 
subsequent to the balance sheet, and the legal responsi- 
bilities of the independent public accountant are in- 
cluded in two chapters comprising the third section. 

The introduction of the audit report, both long and 
short-form, in the first chapter represents a desirable 
modification of conventional textbook arrangement. 
The student is exposed to the end product of an audit 
engagement at an early stage and, hence, is better able 
to appreciate the later discussion of specific audit ob- 
jectives and procedures. The effect of the use of elec- 
tronic data processing methods on auditing procedures 
is briefly examined in connection with the discussion of 
the examination of original records. A distinct short- 
coming in this section is the lack of attention given to 
to the problem of deciding how much detailed work re- 
lating to original records and underlying documents is 
necessary to satisfy the auditor of the reliability of these 
data. No mention is made of the possibility of employ- 
ing statistical concepts in this connection. 

The chapters dealing with the examination of spe- 
cific asset, liability, capital, revenue, and expense ac- 
counts follow a common pattern of organization. Each 
chapter is introduced by a brief description of the 
account to which the chapter relates and by an indica- 
tion of the basic objectives which influence the choice 
of specific auditing procedures. Emphasis on objectives 
rather than on exhaustive listing of every auditing 
procedure which could possibly be applied represents 
an improvement over the author’s previous textbooks 
in the field of auditing. Following the introductory 
section, the principal internal control considerations 
applicable to the particular item are examined and a 
sample internal control questionnaire presented. The 
major part of each chapter in this section relates to 
procedures employed by the independent public ac- 
countant to achieve the objectives previously men- 
tioned. Illustrative working papers are liberally em- 
ployed in this connection. While excessive listing of 
auditing techniques is generally avoided, increased 
attention to the reason for the use of a particular pro- 
cedure rather than only a mention of the procedure 
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would be desirable. In this way understanding of audit- 
ing procedures rather than mechanical memorization 
is enhanced. A brief presentation of financial statement 
standards, including classification and terminology, 
concludes each chapter in this section. 

Considerable attention to the responsibility of the 
independent public accountant regarding post-balance 
sheet date events and the presentation of material 
relating to legal liability in a separate chapter are the 
principal features of the last section. Accountants’ 
liability is a subject of substantial current importance 
to the profession and has received considerably less 
attention in American auditing textbooks than in their 
English counterparts. 

Many readers of Basic Auditing Principles will be 
irritated by rather dogmatic statements relating to ac- 
counting principles or procedures. For example, on page 
181 the author states that “Interest deducted in ad- 
vance is a prepaid expense.” On page 185, the statement 
is made that “Most accountants are of the opinion that 
organization expenses should be amortized as rapidly 
as possible. ... The amortization should be properly 
timed, so that net income will not be misstated.” The 
word “surplus” is still employed in financial statements 
in spite of rather influential pronouncements advocating 
the discontinuance of the use of this term. 

Each chapter contains both questions and problems 
which appear to be more than adequate to provide the 
instructor with a satisfactory selection. Many of the 
problems are adaptations of questions from the Audit- 
ing Section of the Uniform CPA Examination. 

In general, those who are seeking an auditing text- 
book which is substantially briefer than those previ- 
ously available, but which still includes consideration 
of all significant matters should be pleased with Basic 
Auditing Principles. In addition to use as a textbook in 
classes in auditing, candidates for the Uniform CPA 
Examination should find this book useful in reviewing 
for the Auditing section of the Examination. 

SAMUEL R. HEPwoRTH 
Associate Professor of Accounting 

University of Michigan 

Mary E. Murpny, Accounting—A Social Force in the 
Community (Melbourne University Press; New 
York: Cambridge University Press, 1956, pp. 208, 
$4.75). 

This little volume with the ambitious title contains 
the addresses given by Miss Murphy during her recent 
Fulbright experience in Australia and New Zealand. A 
series of essays offers the reviewer special difficulties in 
the form of duplication, unevenness in breadth and im- 
portance, and general weaving around. A reviewer in 
this case is further harassed by discussions that cover 
the social aspects of no less than an entire profession. 
The reader may be interested first in whether or not 
the volume accomplishes its broad task of indicating 
the impact of accounting on modern industrial society. 
Miss Murphy’s essays do reasonably well on this test, 
and she accomplishes her aims graciously through the 
device of explaining to the folks in Australia what ac- 
countants in America and Great Britain have been 
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doing to further industrial efficiency and organization. 
She avoids the obvious pitfall of being patronizing with 
the aid of a little well-placed flattery and with some 
first-rate summaries of what currently is going on in 
accounting. 

The first essay—the Accountant’s Viewpoint—is a 
combination of discussion with endless quotations that 
fortunately disclose Miss Murphy’s feeling for the 
“happy phrase.” The message is essentially an appeal 
for accountants to reduce their emphasis on year-end 
mechanics and on the narrow problems of verification 
and to stress accounting for managerial decisions, 
internal auditing, and budgetary control. 

The second address—Dilemmas and Challenges in 
Accounting—rambles pleasantly from topic to topic 
without any fundamental contribution other than to 
point out to the Australians what topics are now being 
discussed in the intellectual drawing rooms of America 
and Great Britain. 

The third essay deals with some relationships be- 
tween accounting and economics. Miss Murphy turns 
out to be a practical, well-read economist of conserva- 
tive persuasion. The discussion covers such diverse 
topics as the Keynesian revolution and the mechanics 
for handling treasury stock. This essay and the pre- 
ceding one illustrate vividly one of Miss Murphy’s 
apparent limitations—her inability to stop jumping 
from point to point and to sustain a step-by-step argu- 
ment. The feeling of rambling and weaving may be due 
in part to the use of numerous quotations and endless 
lists. Most readers will have a feeling of reading from 
a well-documented compendium, but unfortunately 
there is also evidence that Miss Murphy may have 
sometimes forgotten to acknowledge the research and 
scholarship of others. For example, compare some of 
her statements on pp. 64-65 with those in The Account- 
ing Review for July, 1952, pp. 329-330. 

The following essay deals with the ‘Determination 
and Statement of Income.” The emphasis is on presen- 
tation and on the matching of costs and revenues. This 

essay is followed by an address on the comparative 
features of income taxation in Great Britain and in the 
United States. The discussion of taxation in Britain 
contains some high-grade, sophisticated economic 
analysis. Unfortunately, the treatment of the American 
problem degenerates into little more than a simple reci- 

tation of the major provisions of our tax structure. 
The following address concerns the “Rise of the Con- 

troller in Business Management.” This essay contains a 
good modern explanation of what controllership means 
(or should mean) in a complex industrial society. The 

material is not new, but it is well written and well pre- 
sented. Incidentally, Miss Murphy gets in a few good 
licks for accounting as a proper subject for study at the 
university level. 

The concluding essay concerns the uses of account- 

ing and modern management in the Australian econ- 
omy. This is a good address that emphasizes the need 
for cost reducing devices in a country that must sell her 
products in the competitive world markets. Apparently, 
Australians are currently enjoying a measure of the 
“good life,” but according to Miss Murphy some 
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tightening of the belt is inevitable unless many of the 
accounting and managing tricks of the trade are applied 
to the problem of the cost reduction. When she deals 
with these points, Miss Murphy takes on the robes of 
an evangelist and presents a convincing plea for the 
adoption of modern accounting methods and attitude, 
And make no mistake about it, she is thoroughly fa. 

miliar with the methods and attitudes that she is adyo. 
cating. 

Cari T. DEVINE 
Professor of Accounting 

University of Florida 

Joun J. W. NEunerR, Cost Accounting, Fifth Edition 

(Homewood, Illinois: Richard D. Irwin, Inc., 1957, 

pp. xix, 944, $7.00). 

The fifth edition of John J. W. Neuner’s Cost Ae. 
counting Principles and Practice is an excellent, well 
prepared text first issued in 1938. Although it follows 
the same general pattern as the earlier editions, certain 
previously included materials have been eliminated and 
useful chapters have been added on some recent devel- 
opments in cost accounting. With the addition of chap- 
ters and the subdivision of others, the fifth edition con- 
tains twenty-nine chapters as compared with twenty- 
three in the fourth edition. Users of the text will find 
most of their favorite topics included in the 944 pages. 

The text is divided into four major sections: basic 
cost accounting principles, process cost accounting 
principles, managerial control, and special applications 
of cost accounting procedures. The first three sections 
present little that is unusual in approach and coverage. 

Section I, “Basic Cost Accounting Principles, Prac- 
tices and Procedures,” introduces the student, in two 
chapters, to the field of industrial accounting and its 
basic terminology. Chapters 3 and 4 give an unusually 
teachable presentation of the overall picture of the cost 
accounting cycle and of accounting records for a job 
order cost system. They also present the student with 
some needed orientation. The remaining seven chapters 
treat materials control, accounting for labor, applied 
manufacturing overhead, departmentalization of in- 
direct manufacturing costs and cost summaries and 
statements. 

Two comments on Section I are in order. First, 
Chapter 7, “Accounting for Labor in Cost Accounting, 
Part I Financial Accounting,” appears to add little to 
the information that the student should have obtained 
in more elementary accounting courses. This subject 
might well have been given more summary treatment. - 
Second, the treatment of the collection and recording 
of actual manufacturing overhead costs is made con- 
spicuous by its brevity. However, enough attention is 
given this topic to provide a basis for classroom explana- 
tion by the instructor. 

Section II, “Principles and Practices of Process Cost 
Accounting,” is a good presentation of the process cost 
method. After covering basic principles, Neuner gives 
special attention in Chapter 13 to the weighted average 
cost method of treating the initial work in process i- 
ventory. In Chapter 14 he gives equal attention to the 
First-in, First-out method; however, he fails to men- 
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tion the problems involved in the use of the Last-in, 

First-out method. Because of the nature of the materi- 

als, illustrations are quite lengthy and involved and 
may give the student difficulty unless he receives careful 
explanation from the instructor. No new ground is 
broken by Chapter 15 which presents the orthodox 
treatments of accounting for co-products, joint prod- 
ucts, and by-products. Chapter 16 provides an unusual 
concluding chapter for Section II. It presents detailed 
illustrations of cost procedures for cement manufacture, 
brick manufacture, foundry operation, lumber produc- 
tion, and flour manufacture. This chapter provides a 
unique tool for review and consolidation of facts and 
procedures that the student has learned in the preceding 
four chapters. 

Section III, “Managerial Control Through the Use 
of Cost Accounting Data and Procedures,” develops 
managerial control theory and technique in eleven 

chapters. This section contains much new material 

and covers a wide array of topics. Chapter 17 on bud- 
getary control leads the student through budget prepa- 
tation and the problems involved in preparation and 
use of flexible budgets. Chapter 18 on estimated cost 
accounting procedures is designed to cover a form of 
“predetermined costs” used by firms which must calcu- 
late their costs in estimated form in advance of the 
actual manufacture of the goods or the completion of a 
special construction contract for the purpose of subse- 
quent comparison with actual costs. This chapter should 
provide an introduction to the series of chapters on 
standard costs that follow. Chapters 19 and 20 provide 
the usual treatment of standard costs for materials and 
labor and for manufacturing overhead. Chapter 21, 
“Accounting Procedures for Standard Costs—as 
Operating Data—Expected Actual Standards,” covers 
in detail the procedures for recording standard costs as 
operating data using first a seven variation account 
approach, followed by a five variation account tech- 
nique. The chapter is well illustrated, but careful ex- 
planation in the classroom will be needed. The final 
chapter on standard costs covers procedures to be used 
when memorandum data with basic or measurement 
standards are desired. 

Chapters 23 through 26 provide much material not 
found in the fourth edition and represent the greatest 
effort of the author to bring his book up to date. These 
chapters, which emphasize direct costing, cost-volume- 
profit studies and break-even charts, and differential 
and comparative cost analysis, cover the procedures 
and techniques involved quite satisfactorily. Chapter 23 
Introduces the student to these topics through discus- 
sion of various uses of accounting data and graphic 
presentations to management. Chapter 27 provides the 
usual treatment of marketing and distribution cost and 
is the concluding chapter of Section III. 

Section IV will be considered by some readers as 

rather anticlimactic. Special applications of cost ac- 
counting procedure turn out to be non-manufacturing 

cost accounting applications and uniform cost account- 
ing systems. These last two chapters may be omitted 
without great loss if the pressure of time does not per- 
mit their coverage. 
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The questions and problems in the text have been 
increased in number and changed in an adequate num- 
ber of cases. They provide realistic and well diversified 
material, ample for both homework assignment and 
classroom illustration. CPA problems are fitted into the 
problems that follow each chapter. 

The book will probably be as well received as were 
the earlier editions. Those who have found Neuner’s 
earlier editions satisfactory should find the latest edition 
even more satisfying. 

C. FLEWELLEN, Jr. 
Professor of Accounting 

University of Alabama 

Cuares F, SCHLATTER AND WILLIAM J. SCHLATTER, 
Cost Accounting. Second Edition. (New York: John 
Wiley & Sons, Inc., 1957. pp. ix, 725, $7.25) 

It is refreshing to find a cost accounting text with 
emphasis on theory and conceptual understanding 
rather than on cost bookkeeping. The senior author in 
the first edition achieved this goal in a remarkable way 
and asa result the present edition has been strengthened. 
The influence of Professor William J. Schlatter can be 
seen throughout the book. 

The organization of the second edition adheres 
essentially to that of the first. But some notable changes 
have been made. For example, the chapter on depart- 
mental accounting for the trading concern has been 
dropped “because most of it was only indirectly rele- 
vant to the subject of industrial cost accounting.” 

In the first chapter the student is introduced to cost 
accounting. From there the discussion proceeds to an 
elementary treatment of process cost accounting. This 
seems both proper and logical. The dominant method 
of production in American industry is that of the process 
type. It is only natural, therefore, that process cost 
accounting is more widely encountered than the method 
which emphasizes the collection of costs by jobs. In 
view of this an early understanding of the process sys- 
tem seems desirable. Furthermore, it is likely that the 
value of a cost accounting system can be portrayed 
more effectively through process costing than through 

costing. 
In the next chapter the authors present an elemen- 

tary introduction to standard costs which is an innova- 
tion long needed in cost accounting texts. Indeed, it 
may be that the early discussion of standard costs could 
effectively cover the subject somewhat more thoroughly 
than has been done in this edition. 

Following the above is a more detailed treatment 
of process costing which, for all practical purposes, is 
limited to what may be called the “FIFO” method. 
Those instructors who wish to discuss the “average” 
method will need to supplement the text at this point. 

In sequence, accounting for job costs, materials, 
labor, and burden is then presented. From this vantage 
point the authors proceed to a discussion of cost reports 
with emphasis on presentations geared to the needs of 
managers in controlling operations. Some discussion is 
then devoted to combinations of cost-accounting meth- 
ods followed by a thorough treatment of budgeting and 
controlling burden and applying it to product. An ex- 
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tensive discussion of the effect of volume on costs and 
profits and of current standard costs is then presented. 

A new feature of the second edition is found in the 
next chapter which deals with distribution costs. The 
last three chapters cover material on profits and losses 
resulting from price changes; spoilage, by-products, and 
joint products; and interest as a cost of manufacturing. 
Those instructors who prefer to discuss by-product and 
joint product accounting in connection with process 
costs may find it desirable to refer to Chapter 23 after 
completion of Chapter 5. 

At the end of each chapter will be found a set of 
problems and discussion questions. In total, there are 
117 problems, some easy, some difficult, some short, 
some long. No practice set accompanies the text, al- 
though Problem I of Chapter 7, Problem I of Chapter 8, 
and Problem I of Chapter 9 constitute a short job prac- 
tice set. The omission of a practice set stems from the 
authors’ belief that time may be utilized on conceptual 
material more effectively than on the more mechanical 
aspects of bookkeeping. 

A solution manual accompanies the text, and the 
solutions seem to be accurate and suitably presented. A 
different system of referencing between the textual prob- 
lem and the solution might have made the mechanics of 
using the manual somewhat easier. 

The treatment accorded flexible budgets does not 
give attention to the preparation of a budget when all 
indirect manufacturing costs have not been clearly 

separated into fixed and variable costs. But the authors 
defend this by saying “that most, if not all, costs com- 
monly referred to as semi-variable may, with proper 
analysis, be broken down into their fixed and variable 
components.”” Many cost accountants may feel this is 
easier said than done. 

Conventional terminology such as “profit and loss,” 
“surplus,” and “reserve” for depreciation has been 
used throughout. Perhaps it would have been better in 
this edition to have adopted different terminology to 
conform more closely with changes being accepted, 
even though slowly, by the profession. 

As in the previous edition, practical capacity has 
been stressed as the proper basis upon which to estab- 
lish a burden rate. The authors are to be commended 
for their forthright stand even though many cost ac- 
countants favor average or expected activity. The re- 
viewer believes that practical capacity has not yet been 
satisfactorily defined and that practical capacity may 
be more difficult to determine in a real situation than 
has been indicated in the text. 

The authors have changed their treatment of allo- 
cating purchased power costs to departments when the 
minimum bill applies. The treatment accorded this cost 
in the first edition recommended allocating the cost in 
excess of the variable portion in the ratios in which the 
departments failed to consume power. This edition 
recommends allocating such excess “in the ratios of their 
failure to consume their shares of power for the mini- 
mum charge.” 

Direct costing has been dealt with in Chapter 16, and 
the authors take a positive stand that although the 
omission of fixed costs from product costs may aid in 
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some managerial decisions, such “exclusion of fiz 
costs from costs of product is incorrect in theory ny 
matter what arguments of expediency may be advaneaj 
for it.” 

Stressed throughout the book is the usefulness ¢ 
cost accounting as a managerial control device. Thy 
authors have achieved this difficult task in a very satis 
factory manner by weaving “control” throughout th 
text rather than attempting to segregate cost contnl 
from cost bookkeeping, as if the two were not mutually 
interrelated. This stress on control has been accom. 

plished throughout without sacrificing the important 
techniques which “a manager needs to know enough 
about ...to understand the significance and limit 
tions of the analyzed data reported to him.” 

In conclusion, this text is indeed a scholarly achieve. 
ment. It is well-written and well-illustrated. Eroy 

have been kept to a bare minimum. Both teachers and 
students of cost accounting will find the book stimy- 
lating and challenging, but those who want only a mild 
exposure will find this work will require more than such 
an exposure presupposes. Practitioners will find it useful 
for reference and for insight into the theoretical struc- 
ture underlying cost accounting. The book deserves a 
warm reception and wide adoption. 

A. W. Patrick 
Professor of Accounting 

University of Tennessee 

Guenn A. Wetscu, Budgeting: Profit Planning ond 
Control (New York: Prentice-Hall, Inc., 1957, pp. 
vi, 487, $10.60). 

This is an elementary text in the field, aimed (to use 
the author’s words) at providing ‘‘suitable materials for 
a formal course in either accounting or management; 
consideration of special or unique situations and the 
intricacies of cost accounting and standard costs have 
been kept to a minimum.” The scope of the work is 
further specified by the assignment schedule on page 
377, which offers three alternative arrangements fora 
45 meeting course: (a) Maximum, with practice set, (2) 
Minimum, with practice set, and (3) Minimum, with 
out practice set. Of the seventeen chapters, it is sug- 
gested that three may be omitted without affecting the 
continuity of the course; this would presumably fit the 
material into a quarter system. These three chapters, 
however, are: 14, Analysis of Budget Variations, 15, 
Budgeting and Standard Costs, and 16, Budgetary 
Procedure for Non-Manufacturing Firms. 

Presentation is made at the most elementary level. 
The table of contents lists 73 schedule forms and # 
illustrations; one cannot help but be impressed with the 
effort put forth by the author to reduce his material to 
the simplest basis. However, there are occasions when 
these efforts pass the point of diminishing returns. For 
instance, there are graphic illustrations (pp. 90-93) to 
indicate the relations between sales, production, and 
inventories. The compromise finally reached is not 
really worth the effort expended to comprehend the 
charts, for the choice is none too clear either in terms 
of results or criteria. This is an important problem, and 
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it deserves careful treatment; but the author’s presen- 
tation does not clarify the situation for the reader. 

The discussion of Cost-Volume-Profit Relationships 
is another example. The author specifically assumes 

“gbsorption” costing (p. 272) then proceeds to com- 
pute a break-even point on two bases: (a) assuming 
that there is no change in inventory, and (b) that the 
“percentage inventory change is constant all up and 

down the volume scale.’”’ Assumption (a) is really the 
“direct costing” approach—i.e., fixed costs in inventory 
are ignored. However, the book makes no specific men- 
tion of this. The computation is handled by “adjusting 
sales and variable costs to the same volume,” to arrive 
at a break-even point of $138,462. Case (b) is dealt with 

by subtracting the fixed costs that would be capitalized 

in inventory from the total fixed costs; this gives a 
break-even point of $126,154. Then, quite gratuitously, 
the author assumes the same facts except that budg- 
eted sales are higher, and there is a decrease in inven- 
tory: the computation now yields a break-even figure 
of $150,769. Evidently the break-even point depends 
upon by whom and how the breaking is done! To make 
the situation worse, two of the above figures are 
“proved” by alternate calculations, and no attempt is 
made to resolve the confusion. 

The book abounds with lists and sub-heads that are 
intended as aids to memorization; but these lists, too, 
sometimes get out of hand. For example, under the 
caption “Fixed Costs Defined” (p. 160) appear the 
following italicized items as “minimum criteria for 
determining a category of fixed cost’’: 

(1) Controllability (2) Relationship to Activity 
(3) Relevant Range (4) Management Regulated 
(5) Time Costs (6) Fixed in total, but vari- 
(7) Practical Application able per unit 

This list has obvious deficiencies from the standpoint of 
English expression; but aside from this, the text under 
these headings makes it difficult to see what the criteria 
are. Under 6 appears the sentence: “The total cost 
remains constant at $1,000 irrespective of the quantity 
produced, whereas the unit cost changes proportionally 
with volume.” Obviously, the author meant to say 
something different from “proportionally,” but the stu- 
dent would not necessarily know this. 

The author has tried very hard to make each item 

165 

in the presentation tie in closely with the rest; the de- 
vice used for this purpose is the extended illustration 
covering the entire budget procedure for typical com- 
pany. However, in his attempt to be exhaustive, there 
sometimes appear schedules of doubtful value. For in- 
stance, page 215 shows a schedule of five money 
columns and 8 lines with spaces for reference and sub- 
captions, and in this schedule $100,000 appears twelve 
times. Nothing else is in this schedule except a foot- 
note: “$100,000 60 day 6% interest bearing note, dated 
March 1, 1956, due April 30, 1956.” The footnote says 
more than the entire schedule! Further, on the follow- 
ing page appears a similar form in which 5 money 
columns and 8 lines indicate that the $1,000 interest 
charge implied by the footnote would be divided 
equally between March and April! 

There are occasional slips of the pen that some- 
how get into the best of all books, but which ought to 
be caught when editing is done. Some of these are: 

The final review is to assure that the overall plan 
is a coordinated plan, one that represents a challenge 
to the firm, and yet is attainable in most, if not all, 
respects. (p. 38) 

Although the budget procedures in a particular 
situation should be conditioned by the accounting 
system used, i.e., job order, process cost, standard 
cost, direct costing, and so forth, budgeting is a dis- 
tinct and separate technique. (p. 5) 

It is important to note that nothing detracts more 
from the effectiveness of budgeting than completion 
and distribution of the budget several months after 
the period has started. (p. 37) 

On the other hand, purchases could be at a uni- 
form level only if inventory were allowed to absorb 
factory raw material requirements.(p. 107) 

Valuation reserves represent retention in the firm 
of funds required to keep the original investment 
intact. (p. 222) 

The budget director should insist that the plan- 
ning budget be appropriately bound with a simple 
but well-designed cover. (p. 227) 
There are 94 pages of problems, collateral reading 

assignments, and practice set material. These should be 
very valuable in implementing the use of this book. 

J. VATTER 
University of California (Berkeley) 

Economics 
NaTionaL BurREAU OF Economic RESEARCH, Sugges- 

tions for Research in the Economics of Pensions (New 
York: 261 Madison Avenue, 1957, pp. 51, $1.00). 

The report of an Exploratory Survey of the Eco- 
nomic Aspects of Organized Provisions for the Aged 
and Surviving Dependents does not present suggestions 
for research on all problems of the aged but is limited 
to studies in the economic aspects of pensions. There 
is no reference to related demographic, medical, socio- 
logical er psychological problems. The stated purpose 
is only to draw attention to those economic problems in 

which research may be most fruitful. 
Pensions are defined broadly to include the old-age 

retirement, survivorship and disability features of the 
following programs: old-age and survivors insurance, 
railroad retirement, public assistance, federal payments 
to veterans, retirement programs for federal, state and 
local government employees, private pensions. This 
definition is extremely broad and encompasses all the 
organized or group programs designed to provide retire- 
ment income. Estimates of the current magnitude in 
such terms as numbers covered, recipients of benefits, 
value of payments and of assets are given. Omitted is 
consideration of the provisions made by individuals on 
their own behalf through annuities, insurance, savings, 
and profit-sharing plans. While individual provisions are 
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significant in consideration of the total subject of 
financial planning for old age or disability, the indi- 
vidual freedom in determining the type of provision 
precludes such programs from consideration in this 
report. 

Organization of the report is under five main head- 
ings: 

Present and future scope and characteristics of 
pension plans. 

Impact of present and future pension plans on 
savings and investment. 

Relation of present and future pension plans to the 
level and distribution of national income and 
product. 

Pensions and economic stability. 
These headings indicate clearly the general areas of 

analysis for those interested in a particular aspect of the 
economics of pensions. References to existing studies in 
each area are limited although the literature on pen- 
sion is voluminous and selection of references difficult. 

Consistent with the stated purpose of producing ap 
exploratory survey, description is minimal; emphasis 
is on terse but excellently stated summaries of sub. 
stantive areas in which research is needed and potenti. 
ally fruitful. Perhaps of greatest interest to accountants 
will be the suggestions for research on the effects of 
pensions on labor mobility (pp. 41-43) and on the tay 
treatment of pensions and the aged (pp. 50-51). The 
broad nature of the problems suggested for study js 
illustrated by: “The revenue and distributional effects 
of the special tax provisions applying to the aged: (a) 
the additional exemption; (b) the special medical de 

duction; (c) the retirement income credit.” 
The report is excellent, authoritative and packed 

with research ideas and suggestions. Anyone contem- 
plating or conducting research in the economics of pen- 
sions would be well advised to give it thorough study, 

C. CENTER 
Professor of Commerce 

University of Wisconsin 

Electronics 

R. Hunt Brown, Office Automation, Revised Edition, 
(New York: Automation Consultants, Inc., 1956, 
pp. xvii, 296, $25.00, annual updating service 
$25.00.) 

Office Automation, according to the foreword, is a 
non-technical work on office electronics prepared espe- 
cially for the business man. Intended as a manual for 

executives, university students, and equipment manu- 

facturers, it deals with (1) commercial aspects of auto- 

mation, (2) hardware, (3) electronic and automatic 
accounting, (4) sociological aspects, (5) new scientific 
techniques, and (6) potential applications. Brown’s 
method is to give a comprehensive, broad-brush treat- 
ment of the field by dealing in facts not blue sky and, 
in effect, cover the entire field of data processing. 

The reasons for adopting new equipment and tech- 
niques, according to the first section, are higher labor 
costs and inefficiencies of manual and paper operations, 
demands of complex and centralized business for infor- 
mation, and fear of a competitor gaining advantage by 
earlier utilization. The conflict is not resolved, however, 
between (1) the danger of waiting because develop- 
ments are rapid, and (2) lengthy development periods— 
two systems were said to involve eight and thirty years 
of development. The pioneering of several years ago 
is said to be beginning to pay off now, but “pay-off” is 
never dealt with explicitly. Application examples are 
drawn from both office and factory. 

Section two, the longest (180 out of 283 pages) deals 
with new machines for office automation and their use. 
Half of this section covers native-language and common- 
language (five or more channel paper tape producing 

and using) machines, communication facilities, and 

tabulating and computing equipment. The other half of 
this section covers electronic business computers, 

available equipment (52 pages including, however, a 
number of systems only in prototype), memories, 

printers, programming (merely touched on in three 

pages), what equipment will and will not do, rent-buy 
question, literature available, and conferences and 
meetings. 

Section two is replete with 166 illustrations, chiefly 
photographs or artists’ renditions of proposed equip- 
ment, and diagrams, which give a good feel of size and 
appearance. Operating descriptions seem to be rewrites 
of company semi-technical and sales literature covering 
components, speed, and price. Direct quotes from com- 
pany literature result in such jargon as, “This medium 
size computer . . . is of the series parallel, binary coded 
decimal, internally programmed, fixed point, single ad- 
dress type...” (p. 132). These phrases have standard 
meanings but are not explained. Only one of these 
features (binary arithmetic) is even listed in the index 

(there is no glossary) to serve as a guide to the uniniti- 
ated. 

Section three spends eight pages on electronic and 
automatic accounting and its implications. Electronic 
equipment is replacing semi-automatic or electro- 
mechanical because it is believed (p. 206) it will be less 
expensive to operate and will produce intangible bene- 
fits of better service to customers and more accurate 
and up-to-date management reports. The ultimate for 

electronic and common-language equipment is an 
instantaneous or automatic accounting system. Brown 
does not deal with the merits and demerits of instan- — 
taneous accounting, but names five companies with 
automatic systems in operation. Actually, each system 
deals with only a small, though critical, part of a com- 
pany’s accounting problems, Only two of the five sys- 
tems are “instantaneous,” in any operational sense of 
the word, because further processing is required or 
results must be accumulated for some finite time inter 
val to be meaningful. 

The remaining three sections touch briefly on a wide 
variety of topics including social consequences, opera- 
tions research, applied cybernetics, and prospective 
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computers and applications. Extensive treatment is 

given to developmental applications in the banking 
area. However, the treatment of a number of topics 
in these sections tends to be superficial. Brown fre- 

quently ignores his stated intention to deal with hard, 
basic facts and to avoid blue-sky thinking. 

Brown’s generalizations concerning implications and 
consequences of new developments are not nearly so 
good as his descriptions and illustrations of equipment. 
Perhaps lie should concentrate on equipment and its 

ications where, in fact, much of the updating ser- 
vice to his privately published loose-leaf book is con- 

centrated. 
Rosert H. GREGORY 
Assistant Professor of 

Industrial Management 
Massachusetts Institute of Technology 

Eveene M. Grasse, Editor, Automationin Businessand 

Industry (New York: John Wiley & Sons, Inc., 1957, 
pp. xix, 611, $10.00). 

Accountants are not the only group who are having 
trouble keeping up with developments in the fast mov- 
ing field of automation. When UCLA announced an 
extension course for the purpose of reviewing for engi- 
neers and management the present status of develop- 
ments and applications in the field of automation over 
700 attended. As a result of this show of interest, it was 
decided to ask the lecturers (each of whom gave a full 

evening’s presentation) to extend and prepare their 
remarks for publication. 

Too often the publication of conference proceedings, 
or a series of lectures, is an unsatisfactory substitute 
for attendance. In this case, however, the authors have 
carefully reworked their material and added consider- 

ably to it. A large number of illustrations and diagrams 
have been included. The result is something akin to a 
handbook with the following authors and sections: 

“Preface,” by E. M. Grabbe. 
“Foreword, Reflections on Automation,”’ by L. M. K. 

Boelter, Professor of Engineering, Dean, College of 
Engineering, University of California, Los Angeles. 

“Automation in Business and Industry,’”’ by Simon 

Ramo, Executive Vice-President, The Ramo-Wool- 
dridge Corporation, Los Angeles, California. 

“The Language of Automation,’”’ by E. M. Grabbe. 
“Fundamentals of Automation,” by John L. Barnes, 

President, Systems Laboratories Corporation, Los 

Angeles, California, and Professor of Engineering, Uni- 

versity of California, Los Angeles. 
“Feedback Control Systems,” by Harold Chestnut, 

Project Engineer, Aeronautic and Ordnance Operation, 
General Electric Company, Schenectady, New York. 

“Basic Concepts of Industrial Instrumentation and 
Control,” by Herbert W. Ziebolz, Vice-President in 
Charge of Engineering, Askania Regulator Company, 

Chicago, Illinois. 

“Analog Computers,” by Stanley Fifer, President, 
Dian Laboratories, New York, New York. 

“Digital Computers,” by Willis H. Ware, Assistant 
for Engineering, Numerical Analysis Department, The 
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Rand Corporation, Santa Monica, California, and Visit- 
ing Associate Professor of Engineering, University of 
California, Los Angeles. 

“Data Processing,” by John W. Mauchly, Director, 
UNIVAC Applications Research Center, Remington 
Rand UNIVAC, Division of Sperry-Rand Corporation, 
Philadelphia, Pennsylvania. 

“Analog-To-Digital Conversion Units,” by Bernard 
S. Benson, President, Benson-Lehner Corporation, Los 
Angeles, California, and George G. Bower, Systems 
Engineer, Riverside Research Laboratory, Motorola, 
Inc., Riverside, California. 

“Input-Output Equipment,” by Walter F. Bauer, 
Head, Digital Computing Center, Computer Systems 
Division, The Ramo-Wooldridge Corporation, Los 
Angeles, California. 

“Applications of Electronic Data-Processing Ma- 
chines,” by Cuthburt C. Hurd, Director of Electronic 
Data Processing Machines, International Business 
Machines Corporation, New York, New York. 

“Automatic Control of Flight,” by Duane T. Mc- 
Ruer, Control Specialists, Inc., Inglewood, California. 

“Automatic Production of Electronic Equipment,” 
by L. K. Lee, Technical Advisor to Director, Engineer- 
ing, Research and Development, Mechanical Division, 
General Mills Inc., Minneapolis, Minnesota, formerly 
Manager, Advanced Techniques Laboratory, Stanford 
Research Institute. 

“Process Control in the Petroleum and Chemical 
Industries,” by C. G. Laspe, Member of Technical 
Staff, the Ramo-Wooldridge Corporation, Los Angeles, 
California, formerly Chief Instrument Engineer at 
Shell Oil Company, Wilmington Refinery, Wilmington, 

“Analog Computers in Industrial Control Systems,” 
by E. L. Harder, Director, Analytical Department, 
Westinghouse Electric Corporation, East Pittsburgh, 
Pennsylvania. 

“Digital Control of Machine Tools,” by John L. 
Bower, Engineering Specialist, Autonetics, Division of 
North American Aviation, Inc., Downey, California. 

“Manufacturing Automation,” by Roger W. Bolz, 
Editor, Automation, Penton Publishing Company, 
Cleveland, Ohio. 

“The Economics of Plant Automation,” by Frank K. 
Shallenberger, President, Shalco Engineering Corpora- 
tion, Palo Alto, California, and Professor of Industrial 
Management, Graduate School of Business, Stanford 
University, Palo Alto, California. 

“The Future of Automation,” by Dean E. Wool- 
dridge, President, The Ramo-Wooldrigde Corporation, 
Los Angeles, California. 

As can be seen from the above list, though data 
processing was considered, the emphasis was on factory 
automation and automatic control. The book will be of 
most interest to accountants who work for medium and 
large scale manufacturing and distribution companies. 
The major emphasis throughout the book is on the re- 
cording and processing of information. 

Now that machines can be controlled by magnetic 
tapes carrying digital data, and accounting records can 
be stored on and produced from the same type of tapes, 
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the day must be nearing when the two systems will be 
integrated. This integration of data means that ac- 
countants who expect to understand and audit auto- 
mation will have to extend their knowledge at least as 
far as the general descriptions which these authors 
have provided. 

Ramo, Wooldridge, and Grabbe are editing a more 
complete “Handbook of Automation, Computation, 
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and Control,’’ which will also be the work of many cop. 
tributors. The careful editing and clear presentatigg 
of the material in the present volume raises the 
that the more complete work will provide a mug 
needed reference handbook in this new area. 

KIRcHER 
Associate Professor of Accounting 

University of California 

General 

CHESTER REED ANDERSON, ALTA GWINN SAUNDERS, 
AND Francis WILLIAM WEEKS, Business Reports: 
Investigation and Presentation (New York: McGraw- 
Hill Book Company, Inc., 1957, pp. vii, 407, $6.00). 

Since Chester Reed Anderson has long been regarded 
by his professional associates as the most authoritative 
voice on business report writing, the appearance of this 
third edition of the Saunders-and-Anderson text meets 
an expectant audience. The original edition, in 1929, 
answering the demands of the revved-up business and 
its economic peaks of the Roaring Twenties, was the 

first college-level text in the field of business reports. 
It set the pattern for most of the advanced college and 
university courses for two decades. 

The third edition, with Francis W. Weeks as col- 
laborator carrying on for the late Professor Alta Gwinn 
Saunders, is the Illinois authors’ answer to needs of 

management in another high plateau of the economic 
cycle. Although it holds the original basic pattern of 
thorough study of the analytical report instead of a 
wide scatter of variant types, it includes two useful 
chapters on Day-to-Day Reports—and places them 
near the beginning (instead of at the end, as formerly) 
for the teacher’s use in leading students from easier to 
harder problems. 

The teacher of report writing will note that the earlier 
extensive chapter on statistical research procedures has 
been revised into a shorter, very readable chapter on 
“What to Do with Figures”; and the treatment of 
style covers a chapter of fundamental report language 
and another that digests the “readability” formulas 
into a workable guide without going overboard on this 
one phase. The continued emphasis is on sparseness— 
speed and conciseness in getting the idea over—and on 
a “clear, objective, natural writing style.” Investiga- 
tion and presentation are still the major footings; and 
the chapter on organizing and interpreting data and the 
standard four chapters devoted to the formal analytical 
report are still the backbone of the work. 

The style of writing in the book itself will stand out 
most strikingly as the teacher or user of former editions 
reads this bright new one. In an almost total rewriting, 
the authors have put their “readability” studies into 
practical demonstration by their conversational style. 
The second person is the predominant viewpoint, with 
the use of the friendly imperative to tell the user just 
what to do. But the authors stand on the fundamental 
position that the personal style is not usually acceptable 
in the formal report. 

The practicing accountant whose increasing services 
to management require a variety of reports “that do 

not sound as if they were written by an accountant” 
will find live, strictly current, and authentic illustm- 
tions and analyses in this edition. The report-writing 
teacher will find the work flexible and adaptable to his 
preferred pattern and will welcome the thirty-page 
appendix of some forty classified, detailed report prob- 
lems as a life-saver. 

The long experience of the authors explains the 
authoritative place of this book in the business-report- 
writing field. Professor Anderson, Chairman of the 

Department of Business English at the University of 
Illinois, has "een teaching reports and other forms of 
business writing for more than thirty years. He wasa 
founder of American Business Writing Association and 
served as its executive secretary for twenty-one years, 
until his retirement from that office last year. Associate 
Professor Weeks has likewise taught at the University 
of Illinois many years and succeeds Professor Anderson 
as executive secretary of ABWA. 

P. Boyp 
Professor of Business Writing 

The University of Texas 

Rosert N. ANTHONY AND SAMUEL SCHWARTZ, Office 

Equipment: Buy or Rent? (Boston Management 
Analysis Center, Inc., 1957, pp. ix, 92, $15.00). 

The United Shoe Machinery Company case is prob 
ably a precedent for the consent decree in the Inta- 
national Business Machines Corporation case, since the 
latter also involved the establishment of selling prices 
for equipment which formerly only had been rented. 
The procedure worked out in this study is applicable not 
only to IBM equipment but also to any other type of 
office equipment which can be acquired either by put 
chase or by a level monthly rental payment. The prob- 
lem presented is stated as ‘Having decided to acquirea 
piece of office equipment, should it be acquired by out 
right purchase or by rental?’ It is basically a problem 
of investment. The essential quantitative factors that 
must be considered are (1) the earnings rate to be used— 
which is considerably higher than the normal interest 
rate on loans, (2) the estimated useful life of the equip 
ment, which is the shortest of its physical life, its “ap- 
plication life’? and its technological life, and (3) the 
costs involved in buying and in renting, which includes 
both the acquisition costs, and the periodic costs. 
Income taxes are considered as a part of the regular 
costs because otherwise misleading results may be ob 
tained. 

Since the approach to solving this problem—buy 
rent—is basically one of investment, it excludes the 
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of whether or not any particular piece of 
equipment should be acquired at all. Special considera- 
tion must be given to the purchase of used equipment. 
In the study of this problem each item of equipment is 
considered separately. It is not assumed that all equip- 
ment will be purchased, nor that all equipment will be 
rented. Only the quantitative factors are considered in 
answering the question, and it is admitted that these 
objective factors are not the total solution. The quanti- 
tative factors which must be considered are the future 
and the differential costs of buying versus renting, the 
required earnings rate and the influence of the useful 

life of the equipment. Of particular emphasis is the earn- 
ings rate of the business operations—not the loan or 
investment earnings rate. Due consideration is given to 
the present value of the future rental payments. 
On the basis of the foregoing introductory remarks 

itis believed that a general outline of the discussion is 
appropriate at this point: (1) A chapter on the required 
earnings rate which emphasizes the difference between 
earnings rate and interest rate; how to determine the 
earnings rate; the purchase risks including those of 

ture obsolescence, and the impact of income taxes. 
(2) A chapter on the future life of the equipment which 
makes a careful distinction between physical life, 
application life, and technological life, with due con- 
sideration of the problem of buying used equipment. 
(3) A chapter on the cost considerations, with the neces- 
sary distinction arising from the differential costs of 
buying versus renting, and the cost consideration in an 
inflationary economy. (4) In addition to the chapters 
listed, a separate chapter is devoted to income tax con- 
siderations including such items as deductible éxpenses, 
depreciation, interest, rental payments, capital gains 
and when to disregard the tax factors. (5) Two chap- 

ters are devoted to the methods of analysis: one a short 
cut method, and two illustrations of the detailed 
method, (6) The final chapter discusses such special 
considerations as purchase on the instalment plan; 
rental with the option to buy; rent some and buy some; 
and finally, buy now versus buy later. 

In reading the preceding summary, one realizes that 
the authors have made a careful analysis of an excellent 
managerial problem. The accountants, the controllers 
and the office managers of every business firm having 
large investments in office equipment (and, in fact, 
manufacturing equipment as well) should examine 
carefully the economic, the financial, the taxation and 
the earnings problems which are involved in this study. 
It is thoroughly and soundly presented in simple and 
easily understood language and illustrations. 

Joun J. W. NEUNER 
Professor of Accounting and 

Office Management 
Bernard M. Baruch School of 

Business Administration 
The College of the City of New York 

Dwicut R. Lapp, Cost Data for the Management of Rail- 
road Passenger Service (Boston: Harvard University 

Graduate School of Business Administration, Di- 
vision of Research, 1957, pp. xvi, 345, $4.50) 
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The broad question with which Professor Ladd’s 
book concerns itself is the passenger deficit and the 
extent to which cost data can shed some light on ways 
of dealing with it. Coming at the very time the Inter- 
state Commerce Commission has launched a general 
investigation of the Railroad Passenger Train Deficit, 
Docket 31954, the book is most timely. 

Exception is taken to the title of the book; more pre- 
cisely, it is suggested that ‘‘and” be used in place of 
“or” in the title. This is not a “do-it-yourself” manual 
for management but, rather, a well written compre- 
hensive report representing several years study of the 
cost concepts and cost finding techniques (or lack of 
same) on a dozen large American railroads. Non-rail- 
road and non-management as well as railroad readers 
should find the book of interest. 

The first three chapters are of an introductory 
nature. The reasons for considering costs, the context 
in which cost is considered, the nature of the research 
and plan of the book are set forth. The working environ- 
ment of the railroads as it appears to influence the cost 
control function is discussed under three major cate- 
gories: 1) Physical, 2) Organizational, and 3) External. 
Included under the latter are regulation under law, 
intra-industry regulation and regulation by public 
opinion. 

Chapter IV traces the origins and development of 
the Uniform System of Accounts prescribed by the 
Interstate Commerce Commission. It is effectively 
shown that what is treated as “solely related” expense 
on one railroad may not be considered such on another. 
This is not news for railroaders familiar with the proces- 
ses and figures but may be a revelation not only to the 
general public but to a number of academicians who 
are wont to use “solely related” as out-of-pocket cost 
on any and all roads. This chapter emphasizes the im- 
portance of the availability of “building blocks’”—the 
basic elements of costs—in order to develop cost data 
for any particular purpose. It is the author’s opinion 
that the building blocks resulting from the uniform 
accounting system are far from satisfactory for accurate 
cost analysis, 

Chapters V through IX discuss a number of specific 
applications of the use.of cost data by different rail- 
roads. These are discussed in the light of different prob- 
lems such as the use of cost data in (1) maintaining 
control over regularly scheduled operations, (2) evalu- 
ating the profitability of special train operations, (3) 
appraising the potential results of the abandonment or 
curtailment of train service, and (4) determining the 
over-all cost of passenger service. 

Chapter X considers the problems of personnel and 
organizations maintained by the railroads for the de- 
velopment of costs. It is the author’s conclusion that the 
railroad cost finding or research organizations outside 
the regular accounting departments have been doing 
more skilled and more imaginative work. This is so 
because they were set up with an express purpose and 
not merely because they are outside the accounting de- 
partments. 

Chapter XI is entitled “conclusion” and is perhaps 
best characterized by the following summarization of 
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suggestions for future action in the author’s own 
words: 

1. Substantially larger numbers of people who have 
training in and experience with modern analytical 
techniques must be brought into the industry. 

. Information on the costs of specific functions in- 
curred in specific cost centers should be made 
readily available. 

. The summary classifications of the accounting 
system should be revised to meet as nearly as pos- 
sible the needs of management. 

. The thinking about costs must go beyond the 
cost of individual trains and the cost of passenger 
service and include the costs of groups of trains, 
of specific services, of moving passengers, of other 
nonmovement services provided to passengers. No 

universal formula can fit all these cases. 
. Management should not be burdened with data 
prepared in the standardized forms required by 
regulatory authorities. Preparing data for man- 

agement and preparing data for regulatory agen- 
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cies are not the same jobs arid they sh 
separated and made distinct. 

In retrospect, Professor Ladd has found that ti 
roads know more about costs than has gene 
thought. On the other hand, there is conside 
for increased knowledge of costs and the devel 
of differing cost concepts to fit different situations, 
cannot be achieved working within the confines of 
present ICC accounting procedures. It -will calf 
adoption of modern analytical techniques which ing 
implies use of personnel trained in these tech 
Within the industry there are more and more 
of movement in this direction. Professor 
gestions for future action are disappointingly ger 
can be seen in the above listing; nevertheles, his 
of the present costing systems and cost concepts 
be of intense interest to railroad management. ; 

Rosert Keyes. 
Statistical Assi 

The Aichison, Topeka and Santa Fe 
Railway Company 

Tax 

Tax PLANNING UNDER THE New Recutations (New 

York: The Journal of Taxation, Inc., 1957, pp. v, 

194, $4.95.) 

Subtitled “14 analyses showing how to minimize 

taxes today,” this volume is the complete text of four- 
teen papers prepared for the Texas Society of Certified 
Public Accountants’ third institute on taxation, held at 

the University of Houston in November, 1956. The 
articles range in length from nine to twenty pages and, 
as might be expected, vary somewhat in method of 
organization, literary style, and extent of referencing to 

the code, administrative interpretations, and court de- 

cisions. 
Four of the articles will be of interest primarily to 

accountants and lawyers located in major oil and gas 
producing regions. They deal, respectively, with oil and 
gas production payments and carved-out payments, 

mineral operating agreements and partnership elections, 
oil and gas depletion problems related to aggregations of 
properties, and the taxation of carried interests in oil 
and gas operations. An article on the tax advantages of 
the limited partnership form of organization relates 
specifically to Texas statutes, but is of general applica- 
bility to the thirty-four other states that have adopted 

the uniform act. 
The other subjects included in this collection are as 

follows: compensation plans, with particular emphasis 

on stock-options; recognition of gain or loss on © 
liquidations and treatment of collapsible corporati# 
avoidance of imputed dividends in distributi 
corporate property; transferring net operating 
and other carryovers to acquiring corporations; 
of the new partnership regulations, with particu 
phasis on basis of partnership interests, basis of par 
ship assets, and basis of assets distributed to p 
new developments in accounting methods and p 
planning real estate operations, with particular er 
on subdividing and sale and leaseback arranger 
the use of various types of trusts and the related ine 
and transfer tax consequences; and the use of life i 
ance and annuities in minimizing taxes. 

In most of the articles the author presents a t 
comparison of the 1954 Code with the related provi 
(if any) of the 1939 Code, followed by a more detail 
explanation of the present law as interpreted by # 
regulations and the courts. The text is lucid and il 
trative examples are used to good advantage. The’ 
fulness of the volume as a reference work is enhanced! 
a topical index and indexes of cases, revenue rul 
and code sections. It is a worthwhile addition to 
tax library. 

C. Niswone 

Professor of Account 

Miami University 
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